2002 lekelec Annual Report i

—

| mm—
|

T

" RECDSEC

APR 11 2003

I

J

e

!
1085, | 03055221




ComMPaNY PROFILE

2002 Tekelec Annual Report

Fn i e B e S i ]
=

|

|

—
L

7k

(I

apa
D

Ir

(g

(

(G

—~
)

Tekelec is a leading developer of telecommunications signaling solutions,
packet-telephony infrastructure, network monitoring technology, and value-added applications.
Tekelec’s innovative solutions are widely deployed in traditional and next-generation wireline and wireless
networks and contact centers worldwide. Corporate headquarters are located in Calabasas, California, with research

and development facilities and sales offices throughout the world. For more information, please visit www.tekelec.com.
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which Tekelec sold in August 2002,



When [ joined Tekelec in 1998, I joined a leading-edge technology company,
with a solid client base, and a bright fucure. Today Tekelec continues to be a leading-edge
technology company, which has outperformed its competitors over the last five years, but particularly through
the last couple of very difficult years in the telecom industry. We are very proud of Tekelec’s performance in

2002 with full year revenue growth of 4% and earnings growth of 33%, compared to 2001.

I feel very fortunate to have had the opportunity to hire Fred Lax, with whom I have worked closely over the past
two years. Through his role as Chief Operating Officer, and as the person who has driven our international expansion

and operational efficiencies, he has become integral to both the operations and strategic focus of our business.

I am grateful to Tekelec’s management team and employees whose talent and dedication have served our customers

and shareholders well. I am confident that under Fred’s leadership, even better performance lies ahead.

/Pt G

Michael L. Margolis
Chief Executive Officer
February 1998 - February 2003
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I am pleased to assume the Chief Executive position at Tekelec. I truly look
forward to working with the entire Tekelec team and pledge my ongoing commitment to our
efforts in product development, innovation, and global expansion, to meet the needs of our customers and in

creating shareholder value.

As we look to 2003 and beyond, we will focus on four strategic objectives: invest to maintain our technology
leadership in advanced signaling solutions, prudently pursue our international expansion efforts, invest in our
next-generation switching portfolio, and remain focused on improving our operational efficiency and maintaining

our operational excellence.

I would like to personally thank Mike for the stewardship he has provided the company over the past five years.
I especially appreciate the opportunity to have worked closely with him over the past couple of years and am

grateful for the support and guidance he has provided,

Regardless of the overall trends in the telecom industry, we will remain focused on expanding our global reach

D 10 2,

Frederick M. Lax

and meeting the evolving needs of our customers.

Chief Executive Officer
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Tekelee continues to benefic frem the dramatic increase in mobile communications.
Wireless is @ powerful growth engine for Tekelec, primarily because mobile communications
gencrate substantially more signaling traffic than fixed-line networks, duw 1o features such as roaming. mobile
regisirarions, and handeffs between cell sites. Growth in wireless networi\' usage s expected o remain robust.
driven 5y a combination of more subscribers, increasing individual minutes of use, and the continued adoption

of data services such as Short Message Service (SMS).

Mobile operators use Tekelec solutions to handle network expansion reliably and cost-effectively by leveraging
[P or ATM networks to carry signaling traffic. The benefits to the mobile operator are reduced wanspors
costs, flexible bandwidth, greater message throughput, lower netwark infrascructure cost, and a migration

path to the 3G nerwork.
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Throughout this difficult period for the zziczar industry, while our competitg
have significantly scaled back their investments in R&1), Tekelec has continued to-im
strategically in evolving our products, while maintaining prof inhice. Gur technology lead over our competitors.
has continued to grow, and will be further evidenced by the 1oilout of vur TekServer platform and TekWare”.
applications this year. The substantially enhanced processing capabilities of the TekServer platform, combined
with its central location in the telecommunications network, will aifow us to offer highiv valucd applicarions
o network operators. The growth in the use of SMS and the introduction of advanced services fike Mobile
Messaging and picture phone, create enormous opportunities for Ickelec. As the success of vur number
portability solution demonstrates, our EAGLE® 5 Signaling Application System provides ws g tromendenus
platform from which to sell value-added applications to our customers. We intend ro leverape this opportuniy

significantly in 2003.
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PRODUCTS ARE
critical to the

reliable

functioning of

networks

While the continued squeeze on carrier capital spending has impacted the

rate of adoption of next-generation packet networks, we continue to be pleased by the
favorable reception of Tekelec’s products, specifically our S57 over IP signaling gateway, the IP” Secure
Gateway, and our softswitch, the VXi'™ Media Gateway Controller. While there is currently a level of
uncerteinty within the industry and among investors regarding the timing of the rollout of converged packer
networks, we belteve it is not a matter of whether, but when, these networks will be widely deployed. Tekelee
is committed to bringing its carricr-grade products and services to nexe-generation nceworks. With che
introduction of GenuOne'™ in early 2003, Tekelec has introduced a platform encompassing all of the
components of a next-generation switching selution on a robust blade architecture for indusiry leading

performance and scalabiliry.
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he IhX optEct Center Division helped contribute to Tekelec's gtf@ﬂg
Beclorfihce in 2002, reflecting its innovative solutions end actractive value -
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While maintaining our leadership in North America, we continue to pursue
our global expansion efforts. Our international operations already have proven to be highly
successful in Europe and elsewhere, including new frame agreements with SFR, the Cegetel Group mobile
subsidiary in France, and Maroc Telecom, in Morocco. We have made a strong commitment to support

customers in Europe, Latin America, Asia and Australia and are now working with 36 customers across 27

countries outside of North America.

GrosaL OPPORTUNITIES

&0
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HANS ATCHLEY, MICHAEL ATTAR, ROBERT BABER, BYRON BAGAASEN, TERRENCE BAGLEY-HAMES BANEY, IANETBAHEY, £

£ AKER, ARTHUR BALDINI, PATRICIA BALDWIN, JEROME BALL, HERIBERT BALLESTERQS, APIRUX BANTUXUL. CHRISTORUER GARANSKI, RICHARD BARBOUR, CA

FARGOLA, MEGHAN BARNI, MARIA BARRON, RODULFO BASA, BETSY BATES, RICHARD BATKO, ALLISON BAUM, JEREMY BAUS, RICHARD BAUS. VALITA BAXLEY, JOE BEARDEN, KIMBERLY BE/
WILLIAM BERUCHAMP, I0HN BECK, BORIS BELLS, SUSAN BELISLE, KERRY BENDER, ROBBY BENEDYK, LANNY BENSON, TODD BERGER, CHRIS BERNIARD, BRUCE BERRY, PAUL BFSY, RAERRY BEY
NOVELLE BILTON, Z0WiN BIRMINGHAN, LAURIE BLACKBURN, STUART BLACKBURN, JOAN BLAIR, NEVILLE BLAKEMORE, BERNARD BLANCHETTE, RANDOLPH BLATT, JEFFREY BLOOM, MITCHELL BL(
FIARILYN BNLRD, LINDA BOHNEL, THOMAS BONDS, BRIAM BONDY, MARK B0OTH, MICHAEL BORTS, OLIVER BOUTEVILLE, JENELLE EOWLING, KEVIN BOYD, REBECCA BRADY, TIMOTHY BRADY, A
BRAKE, UARRYL BRANCH, JAMES BRAND, RICHARD BRAYSHAW, DAN BRENDES, TIMOTHY BRENNEMAN, KATHLEEN BREWER, JON BRIGES, DAVID BRINKWORTH, JAMES BRITSCH, PAUL BRODFUEH
CLENN BROERS, MARY ANNE BROERS, JONI BROOKS, THOMAS BROWN, WILLA BROWN, WILLIAM BROWN, RICHARD BROWNFIELD, TINA BRUNGARDT, fMICHAEL BRYAN, ROBERT BUBNIS, .
BUCHANAN, IICKEY BUCKLER, KIRK BUCKLEY, RONALD BUCKLY, GREG BUDDE, DIANE BUSCH, QISHAN CAIl, TIMOTHY GALLAHAN, CARTER CALLOWAY, DELLA CAMERON, CHAD CAMPBLLL, MIC!
CAMPBELL, CECIL CAMPFIELD, NICHOLE CAMPION, DAWN CANGELOSI, GIUSEPPE CANNELLI, NICHOLAS CARABOOLAD, RICHARD CARING, RICHARD CARLISI, LYNN CAROLUS, CHARLES CARPEN
JUAN CARROLL, JAMES CARSGON, ERIC CARTER, JONATHAN CARTER, ROGERIO CARVALHO, PETE CASTELLON, SERGIO CASTELLON, JEFFREY CASTOR, JILL CAUGHERTY, WEI YAN CHAN, JAMES CH,
BRYAN CHAPPELL, RAYMOND CHEADLE, JANA CHEANEY, HUA CHEN, HUI-JUNG CHEN, YONG CHER, KALYAN! CHENNUPATI, CHUN-JEN CHIANG, BRIAN CHINNOCK, CHIN-CHUAN CHIY, FELIGE CICC
JJSE CISNEROS, KENNETH CLARK JR, ANTHONY CLARK, CINDY GLEETON, KURTIS CLEVELAND, JOSEPH COBBS, DONALD COBLE, DONALD COCHRAN, BARNABY COCKGROFT, DAVID COLBECK, CA
COLEMAN, COLLEEN COLLARD, STEPHEN CONNELL, KEVIN COOLEY, CAROLYN COOPER, CLARKE COOPER, FARRAH CORLEY, MARY CORVAIA, ANTHONY COSENTING, ELIZABETH COUNTRYMAN, DOUL
COWELL, DENITA COX, MURRY COX, JEFFREY CRAIG, CAROLYN CRANDALL, WILLIAM CRANE, DANNY CRASE, LORI CRAVEN, JEFFREY CRAVER, CARL CRAWFOKD, UARCIE CRAWFORD, TIMC
CRAWFORD, JOSEPH CRIVELLD, GARY CROCKETT, THOMAS CROCKETT, TODD CROOK, JOHN CROSSON, ROBERT CROW, DANNY CUDE, SARA CUELLAR, MICHAEL CULLEN, DAVID CUMMINGS, JA

CURRIN, CARLOS CZENTORYCHY, KAREN DAMARI, RICHARD DANKOVCIK, CHERYL DAVIDSON, MARK DAVIDSON, DECEDRIC DAVIS, JOHN DAVIS, THUY DAVIS, CHRISIDPHER DAWSCN, JOEL
BEVERLY DEASY, JOE DEFENDERFER, ELIZABETH DELANEY, ROBERT DELANEY, JAMES DELLA CHIESA, SUSAN DEROCHER, CHRISTOPHER DESJARDINS, DANIEL DETWILER, CHARLES DEZERN, ANC
DIAZ GARCIA, RICARDO DIAZ, ROBERT DIERK, STEPHEN DIMIG, ANDREW DINH, KIRK DIXON, DONALD DODD, DESIREE DOMINGEAUX, IANHUA DONG, ZENGXING DONG, ERIC DONIN, LARRY DOS
KEVIN DOZIER, JAMES DRAUCKER, TWILA DREIBERG, MICHAEL DRUM, ANDY DRYSDALE, CHASITY DUNCAN, BRADLEY DUNKELBERGER, GARY DUNN, JACQUELINE DUNN, ROB RUPLANTIS, THO
DURBIN, CHRISTOPHER ENWARDS, SUZANNE EDWARDS, TODD EICHLER, ROBERT ELLIS, CHARLES ELLISON, DANIEL ENGEL, JOSEPH ENGLISH, ROBERT ENNIS, HAROLD EPPS, MARK ERICKSON, |
ERNST, IARREL ETHRIACE, THOMAS ETTER, NORM EVANS, TIMOTHY EVAMS, MEATHER FADGEN, KARI FAFLIK, RICHARD FALLIN, HONGGANG FAN, KAMAL FARMAH, MOHAMMAD FAROOQ, PH
FARRELL, DOMALD FEUFRLEIN, CHARLES FELTNER, CHESTER FENNELL, JOSEPH FERGUSON, WARREN FERGUSON, JAMFS FERRIGAN, LARRY FETTY, MICHAEL FINELLI, MICHAEL FINLEY, MAFT)
FISHER, ILONA FISKLUM AORIAN FITZGERALD, KARDLYN FLESHER, RAMIL FLORES, WILLIAM FLUECKINGER, VIRGINIA FONDE, {UMBERLY FRANK, DAVID FRANKIE, DOUGLAS FRANKIE, FILEEN GAFF
PETER GALLAGHER, JAMES GAMMON, FENG GAD, ROBERT GARRELL, JAMES GARRETT, RALPH GARRETT, RONALD GARRETT, ROY GATES, JOSEPH GAUDETTE, NICHOLAS GAZALEH, MATH
GEBREMEDHIN, ALVIN GEIGER, CONNIE SEMMELL. H. J.GERHAFRDT, JOEP GERRIS, RAGLEI GHALL, SHELBIE GIBBONS, CHRISTINA GIBSON, JOHN GIBSON, MICHAEL GILES, ANNETTE GILL, JA
GIVENS, DEAM GLENN, PRABHAKAR GOLLA, MARID GUNZALEZ, ROBERT GOBBMAN, TOBD GBONSAN, BRAD GOSNELL, JAMES GRAHAM, CORY CRANT, LAURA GRAY, CARY GREEN. GEORGE GRI
STEPHEN GREEN, MARK GREENE, DAVID GRit+iin, RUSSELL GRIFFITMS, ROBIN ' GROIS, LOUISE GROVE, RORFRT GROVER, HAI GUAN, OWEN GUiON. CHARLES GULLEDGE, JOHN GUNN, CAN GUR
KERRY GUSTAFSON, EDWIN GUTIERREZ, MIGUEL GUTIERREZ, LUIS GUZMAN, PETRA HALEMAN, HARVEY HALLROOK, ANGELA HALL, Bli. HALL, RENCE HALL, ROSE HAMMONDS, ZANE HANK
BRENDA HANSEN, WEIHUA HAG, MARTIN HARAN, JOHN HARDIN LES HARDY, HUGER HARLAM, MARVIN HARMON, JON HARRIS, JOSEPH HART, MELISSA HARTLEY, TERESA HAW
STANLEY HAYAMI, RICHARD HAYTER, CHRISTGFHER E, FA RK, JALE HEMRICK, SARA HENDRIX, PAUL HERGERT, CHRISTOPHER HERNANDEZ, CLAUDIO HERNANDEZ, VAL
HERRING, JAMES HERS!BFRGER, BRUCE HERZER, JOSEPH HEWELL, BRENT HEYW ARU, CUSTIN AICKS, FRANKLIN HIGNITE, HANK HIKSPOORS, JOHN HILDEBRAND, PHILIP HILL, EDGAR HIPP, }
HNATT, XUAN HO, TRANG HOANG, MILTON HOBRS, CHARLES HOFFMAN, DAVY HOKANA, RAY HOLGUIN, MATTREW HOLIDAY, RONALD HOLLAMON, TONY HONG, RODNEY HOOVER, EMILY HOPE, 10S
HORTON, GLEW HOVEY, LAWRENC: HRABLOOK. SHENGYONG HU, TRACY HUEY, DDN HUNNICUEY, YOUGLAS FURTIC. RICHARD HUTCHINSON, CAU HUYNH, HIEP HUYNH, TRUNG HUYNH, ANAT
1BD, MOHAMED TMEIZEw, SARAH 1/ZARD. ANEDA JACKSOM GAYLA JACKSGN, RUBERT JACKSON, PATRICK IAMZSON, GREGORY JANNEY, BARBARA JENKINS, PATRICIA JENKINS, STEVEN JENKINS,
JUHNSON, KEITH IQHNSON. MOLLY {OHNSON, MONICA JOHNSON, STEPHEN J0HNSON, SUZANNE JOHNSON, DAVID JONNSTON, ANGELINA JO!
S7IME JONES, DON JONES, DOUGLAS JONES, JAMES JONES, JOHN JONES, NIC 1LE JUNES, ANDREW OSLIN, NOREEN JUREK, ANDREA KAINZ, MARK KANODE, MAF

H'S KARGOL, SHERRY KARL, JOHN KEANE, HEMRY KELEHER, JOSEPH KELLER, DAVID KELLY. MICHAEL KELLY, BRIAN KENNICOTY, LINDA KENNY, KEVIN KENT,
O JCHN KERN, JAMES KERH, RAYMOND XERR, SEETHAREMAN KHADRL, 50K KHOJ, KGMAL KHUNGAR, DAWAYNE KIMERY, BAREARA KINARD, DONALD KING, LEQ HEE KIT, LAURIE KLEIN
CURTIS-KLING. DAVID KMIERIM, VIONHKA KNYZEWSKI DAVID KDELEMAY, GARREL AGHR, ROBERT KOPK0, GREGOHY KOwis, KEMMETH XRALIK, PAUL KREADER, ROBERT KRESS, INT
KRISH f 1, SUJATHA LAKSHMIKANTHAN, PETER LAMYE, UAVID LAMBERT. CHRISTOPHER LAMBIGTTE, JAVIER LANUF? TIMOTHY LAPP, £NRIQUE LARA, TIMOTHY LARK, RICHARD LAURI
MARC. +FREDERISK LAX, ELI LE, LAM LE, RICHARD LE, PATRICIA LEAHY, PAUL LEAMON, YOOGIN LEAN, BILLY LEATHERS, MARSHALL LEATHERS, DAVID LEDET, LINDA LEE, MICHIEL LELY, L
NGER;JOHN LENNS, DEREX LEDNARD, DAVID LFWYIS, DIAKA Li, YAN LI, BENJAMIN LIEE, LANE LILEY, ALAN 1IN, EDUARDO LINARES, STEVEN LINDSAY, THOMAS LIPPS, KARA LIST, BN LiU, Ki
EL LOCKE-LOUIS LOKS, VIRGI 1 GHR, Wiilitii LONG. CARLOS LOPES, ALFREDD LOPEZ, ANITA LIPEZ, JUANA LOPEZ, BARRY LOYD, GRANT LUCAS, STEPHEN LUTTRELL, PATRICK L
NEH, JOHBELYTLE, JULIA MACCALLUM, AN MACKINTOSH, RODNEY MACLEA, RONALD MAGOUN, KIMBERLY MAHUN, LINDA MERED. MIGHAEL MARGOLIS, MARK MARKWARDT, JOHN MARQ:

MEL MARSHALLZPETER MARSICO, GREGORY WARTIN, JO3E MARTINEZ, ROBERT MARTZ, i0HN MASON, RAYMOND MASSEY, MCICHNNY MATH, ABRAHAM MATHEW, CRAIG MATHEWS, KENN
MATHISTSCOTT MAVERS, CHERYLE MAY, UEGRA MAY, KATHERINE MCBRIDE, ALEXIS MUCAIN, THOMAS MGCANN, JODEE MCUARTHY, JAMIEL MCCARTY, SONDRA MCCLURE, LELAND MCCONN
JONATHAN MCCDRMICK, SUSAN MCCUTCHEDHN, DAVID MGGOVERN, ANTHONY MOGUIRF, MIKE MCKINNEY, 3AM MCLAME, SCOTT MULAUGHLIN, MICHAEL MCLENNON, JOHN MCMILLAN, TR
MCNEELY, JONATHAN MEADOWS, MIGKEY MEDDERS, JON MEINECKE, CHARLES MERRICK, GARY MESSER, SPENCER MEYMAND!, ARISTIDES MEZA, CONNIE MILEY, PAUL MILLER, THOMAS MILLS,
WMINATRA, JOHNNY MINCHEY, DAVID MINNICH, JOSE MIRANDA MARTINEZ, XKHOSRO MISSAGHIAN, ANTHONY MITCHELL, CHRISTORHER MITCHELL, JAMES MOADE, CHRISTOPHER MOAKLEY, RICH.
FEZTT, MICHAEL MOHAN, KERNETH MOISEY, STEPHEN MOLLOT, SHI{RON MONTGOMERY, GLENN MOORE RICHARD MOORE, WABEVA MOQRE, DENNIS MORALES, JOSEPH MORALES, STE
MORLEY, VALENTINA MOROZOVA, 4 MTA #40RRIS, DEBORAH MORRIS, KATHRYN MORRIS, WILLIAM MORRIS, MARY MORRISON, CELIA MULLERT, DENNIS MULLERT, ASBURY MULLINIX, CARL MULLI
ATRICIA MUMMEY, ROBIN MUNESATO, SUZANNE MURRAY-TUXILL, CONNIE WLt SE E, MUTHU MUTHUSLMY, GLADYS MWA JOSHUA MYERS, BOHUMIL NAIDROVSKY, MARTHA NAVARR!
ERICO NAVARRO, PAMELA NERPEL, FRANK NESTICK, JAMES NEUFELD, . HIEN NGO, LAM NGO, HALVAN NGUYEN, HUYEN NEGUYEN, THINK NGUYEN, TUAN NGUYEN, WILL
iCHOLSON, GERALD NIEMI, MARK NIXGH, DAVID NODEN, HELEN NORRIS 3 NULENT, ADEBJ UDUSINA, MARK OCIESRY, ARTIUR OLENDER, ELEFTERIA OLIVER, ALYIN ONO, RiCHARD ONOR/
MICHAEL O'ROURKE, DUANE ORTG:, JOSE OTEROD, JACRUELINE OWENS, STty GWNBEY, VIKRAM OZA, JAMES PACHIGD, PL1Y PAGLIA, MICHAEL PAIL, EUNSILL PAK, KEVIN PALANSKY, JERE

~—— ~-2ALEY, JONATHAN PALMER, CLAUDE PARGELL IV, EDWARD PARIS, BRYAN PARKER, DANNY PARKER, KIM PARKER. SCUTT PARKER, DOUGLAS PATTON, ELIZABETH PATTON, ANDREW PAVELL, ROB

PAYE, PATRICIA PAYNE, DAVID PEDERSEN, DAVID PENNINGTON, JAMES-PEFERMAN, -JEFE PETERS, STEPHINIE PETERS, WILLIAM PETERS, CLIFTON PETTEWAY, ANDREW PHAM, HIEN PH,
THUYTRINH PHAN, DEREK PHILBECK, DANIEL PHILLIPS, TERRY PHILLIPS, TINA PHIMPHRACHANH, DUC PHU, TROY PIASCZYK, TERESA PIPPIN, PATRICK PISANO, MIGHAEL PITCHER, LAU
PLESNIARSKI, JEFFREY PLOV/MAN, JEFFREY POLAKOWSKI, STEVEN POLGLASE, GERARD POYDENCE, DONALD PRATHER, KENDALL PRATT, RANDY PRICE, DAVID PRINCE, ERVIN PRINCE, PAUL PUCI
TONG QIN, THANH QUACH, JOSIE QUASHIE, JAMES QUIGGINS, SUMIT RAHMAN, VICTOR RAMOS, SCOTT RAMSEY, TODD RAMSEY, CHADRASEKHAR RAO, RAGHAVENDRA RAD, YUGATA RAJA R
GARY RAPER, LESLIE RATLIFF, VENKATA RAVISHANKAR, THOMAS RAY, RICHARD RAZZETO, SUE READE, PAULA REBER, PATRICIA REDMOND, DONKA REICH, MARCUS REIN, JAMES RHEW, DAVID R
GARY RICE, JAMES RICE, LANCE RICHTER, MICHAEL RICKEL, SHAROLYN RILEY, THOMAS RISOLIO, DENNIS RITTER, MICHAEL ROACH, ANDREWY ROANE, RICHARD ROBERTSON, BENJAMIN ROBINS
GEORGE ROBINSON, JEFFREY ROGERSOR, FENISE ROGISTER, NEERAJ ROHILLA, MANUEL ROJAS, WILBERT ROLAND, CAROLE ROLLING, LARRY ROSS, MARK ROSS!, ANDREW ROTH, JOSEPH RU
ANTONIQ RUIZ, TRAVIS RUSSELL, MARTIN SABYE, SCOTT SAGER, CHRISTOPHER SALFARLIE, ROBERT SALINA, HECTOR SALMON, MICHAEL SAMS, SERGIO SANCHEZ CASALONG, MIGHELLE SA}
NOEL SANTOS, SATYEN SARHAD, JOHN SARLAY, ANTHONY SAYERS, RICHARD SCHAEDLER, MATHAN SCHOCKMEL, RHONDA SCHWAB, BARBARA SCOLAVINO, BRIAN SEARS, ANDREW SEMAN
ANKUR SHAH, BILAL SHAH, CHENG SHAN, JOHN SHANNOW, DANIEL SHAW, JULIAN SHAYY, MICHAEL SHAW, LORI SHEPARD, RICK SHERRELL, SHANTALA SHETTY, BORIS SHTEYN, BRADLEY SIMMD
JEANNE SIMMONS, ROBERT SIMORA, LARRY SLATE, MARK SLATER, SEAN SLAVEN, MATTHEW SWALLWOOD, LESLIE SMITH, PEDRO SOLANO, ADRIAN SONCODI, MARTA SONGGDI, PAULO SOU
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Item 1. BUSINESS.

Overview

Tekelec designs, manufactures, markets and supports network systems products and
selected service applications for telecommunications networks and contact centers. Our
customers include telecommunications carriers, network service providers, and contact center
operators.

Our network systems products help direct and control voice and data communications.
They enable carriers to control, establish and terminate calls. They also enable carriers to offer
intelligent services, which include any services other than the call or data transmission itself.
Examples include familiar products such as call waiting, caller ID, voice messaging, toll free
calls (e.g., “800” calls), prepaid calling cards, text messaging and local number portability. Some
of our network systems products also allow the monitoring and surveillance of network elements
while the network is in operation and deliver revenue assurance features such as fraud
protection.

We believe that voice and data networks will increasingly interoperate, or converge.
Network convergence should provide opportunities to expand sales of our network systems
products and service applications, several of which are designed specifically for converged
networks.

Our contact center products provide workforce management and intelligent call routing
systems for single and multiple site contact centers. We sell our contact center products
primarily to customers in industries with significant contact center operations such as financial
services, telecommunications and retail.

In August 2002, we sold our network diagnostics business and related operations.
Accordingly, our network diagnostics business is reflected as a discontinued operation in our
consolidated financial statements.

Our internet address is www.tekelec.com. We are not including the information
contained on our website as a part of, or incorporating it by reference into, this Annual Report on
Form 10-K. We make available free of charge through our website our Annual Reports on Form
10-K, Quarterly Reports on Form 10-Q and Current Reports on Form 8-K, and amendments to
these reports, as soon as reasonably practicable after we electronically file such material with, or
furnish such material to, the Securities and Exchange Commission.

Industry Background

Usage of communications networks has expanded rapidly in recent years. Driving this
trend has been the growth in demand for data communications and wireless connectivity,
deregulation and the emergence of new competitors, services and technologies.

Growth in data traffic has been most visibly driven by the increase in the number of
businesses and consumers that use the Internet. According to International Data Corp., an
independent market research firm, the number of people accessing the Internet was




approximately 498 million in 2001 and is expected to grow to 942 million by 2005. The number
of wireless subscribers has also grown rapidly in recent years, reaching 625 million subscribers
worldwide in 2000 and is expected to double to 1.3 billion subscribers by 2006, according to the
Yankee Group, a research consulting firm.

The increase in data traffic, combined with the inherent efficiency of packet switched
networks, have led many carriers to build new packet networks and to seek ways to enable
existing circuit switched networks to interface reliably and efficiently with these new packet
switched networks.

Deregulation has played a key role in the emergence of new competitive service
providers in recent years. In addition, technological developments such as DSL, cable modems
and broadband wireless have enabled alternative access technologies and fostered new types of
service providers.

As competition has grown in recent years, per-minute revenue from basic telephony
service has declined significantly. As a result, intelligent services have become core competitive
features of a network, providing incremental revenues to service providers and offering more
service choices to subscribers. As these services have become less expensive and more widely
accessible, customer demand for them has grown.

Deregulation has also spurred the offering of intelligent services. The
Telecommunications Act of 1996 mandates that subscribers of U.S. telephone service be given
the option of changing their local service provider while retaining their local phone number.
Several European and Asian countries have also recently adopted or are considering adopting
similar number portability requirements to allow subscribers to retain their telephone numbers
while changing service providers. Current Federal Communications Commission (“FCC”)
regulations require that wireless customers in the U.S. be offered this same option in November
2003.

Recent Changes in Telecommunications Operating Environment

Throughout the late 1990°s, capital investment in telecommunications equipment grew
rapidly before experiencing moderate growth in the second half of 2000. In 2001, telecom capital
investment declined for the first time in several years as telecommunications industry
fundamentals deteriorated. In 2002, telecom capital investment continued to decline, as telecom
service provider revenues remained under pressure, resulting in significantly lower overall
capital expenditures. The industry’s growth prior to the second half of 2000 was driven
principally by significant capital investment by new types of service providers, such as
competitive local exchange carriers (CLECs) formed after industry deregulation, and by
substantial growth in capital spending from wireless operators to support the expansion of
mobile networks. In addition, capital investment from incumbent carriers, such as Regional Bell
Operating Companies (RBOCs), increased in response to the new threat of competition from
CLECs and other new entrants. Adding to the favorable environment for telecom capital
investment prior toc mid-2000, capital markets were extremely active and institutional investors
were willing to fund many new and established telecommunications service providers alike. The
healthy capital markets and favorable valuations for telecommunications service providers led
carriers to re-invest higher than normal percentages of their revenue into capital equipment
purchases because new capital was perceived to be readily available.




Beginning in 2000 and increasingly in 2001 and 2002, capital available from equity
markets declined significantly and the emerging competitive carriers began to experience
difficulty attracting new funding. In many cases, the emerging carriers had accumulated
considerable debt loads that required new capital to service their interest payments. In addition,
economic weakness, particularly in the U.S., also impacted the market for telecommunications
services, and particularly impacted the competitive carriers, many of which had been targeting
businesses. As a result of these trends, competitive carriers sharply reduced their capital
spending, and several filed for bankruptcy protection as a means to restructure their debt
obligations. In addition, while the capital spending by wireless service providers continued to
increase in 2001 given the continuing rapid growth of their businesses, capital investment by
incumbent wireline carriers declined in 2001 in part due to the reduced threat from competitive
carriers.

In 2002, continued economic weakness and investor concerns over the reliability and
credibility of published financial statements made financing through the capital markets even
more difficult. High profile bankruptcies and questionable accounting practices by some telecom
operators made investors reluctant to provide financing to telecom operators in general. Across
all carrier types, the limited availability in the capital markets and reduced valuations in the
equity markets, has heightened the focus on operating measures such as cash flows, which has
led service providers to conserve cash and reduce capital investment whenever possible.

While future capital spending trends are difficult to predict, industry analysts expect
capital spending on telecommunications equipment to decline in 2003 from 2002 levels across
all service provider segments. Capital spending on wireless equipment is expected to decline
significantly due to the completion of the 2G to 2.5G network upgrades that all of the national
wireless operators completed in 2002.

Challenges Service Providers Face

To compete in today’s competitive environment, service providers are seeking to
differentiate their products and services while lowering their costs. This has increased demand
for technologies that enable the rapid creation and delivery of innovative services on existing
and converged networks. Some of the key challenges that service providers face in expanding
their network systems include:

o expanding and/or upgrading their signaling network systems to support new and
enhanced services, and growing volumes of signaling traffic, particularly on signaling-
intensive wireless networks which generate several times the amount of signaling traffic

as wireline networks;

e building and managing networks that can cost-effectively support circuit and packet
network convergence; and

e monitoring increasingly complex networks.

Signaling and Intelligent Services

Traditional voice telephone networks consist of two basic elements — switching and
signaling. The switching portion of a network carries and routes the actual voice or data




comprising a “call.” The signaling portion of a network instructs the switching portion how to do
its job. Signaling messages are carried on a different logical transmission path than the actual
call itself. Signaling is responsible for establishing and terminating a call. The signaling portion
of the network also enables service providers to offer intelligent services such as call waiting,
caller ID and voice messaging.

The signaling portions of existing voice telephone networks in most of the world are
based upon a set of complex standards known as Signaling System #7, or SS7. The primary
network elements within a traditional circuit network architecture based on SS7 are as follows:

Signal Transfer Point (STP) — A signal transfer point is a packet switch for the signaling
portion of the network. It controls and directs the signaling messages used to establish and
terminate telephone calls and to coordinate the provision of intelligent services.

Service Switching Point (SSP) — A service switching point (often called a Class 4 or
Class 5 switch, depending on its location in the network) is a carrier’s switch that connects to the
SS7 network and serves as the origination and termination points for the SS7 messages in a
network. In this capacity, the service switching point, via signaling transfer points, sends and
processes the signaling messages used to establish and terminate telephone calls. When a service
switching point identifies a call requiring instructions for intelligent services, it sends a signaling
message to a signal transfer point and awaits further routing or call processing instructions.

Service Control Point (SCP) — A service control point is a specialized database
containing network and customer information. It is queried by service switching points via
signaling transfer points for information required for the delivery of intelligent services.
Different service control points contain the information used by the SS7 network to perform
different types of functions.

Signaling Links — A signaling link is a physical or logical connection or channel
between any two different parts of the signaling portion of the network, or a connection or
channel between the signaling part of the network and the switching part of the network. To
create additional network capacity to accommodate increases in signaling traffic, additional links
must be added to signal transfer points, or new signal transfer points must be added.
Traditionally, signaling links have operated on dedicated circuit facilities. New network
architectures support signaling over packet transmission technologies such as IP or ATM.

The market for SS7 equipment is driven by growth in network traffic and by demand for
intelligent services. Carriers and service providers must increase the performance and capacity of
their signaling networks in order to increase call processing capacity or to offer intelligent
services. Because of its role in providing reliability and features to a voice network, STPs must
deliver high performance and reliability. Typically, STPs need to deliver 99.999% reliability, or
less than three minutes of unscheduled downtime per year. Service providers also require an SS7
solution that is scalable — that is, a solution that can initially be matched to support a carrier’s
current capacity but with the capability to have its capacity increased to support the carrier’s
growth without requiring the replacement of certain network elements.

Unique Signaling Requirements of Wireless Networks

Wireless networks generate substantially more signaling traffic than fixed line networks
due to additional SS7 features inherent in wireless telephony such as mobile registrations,




roaming, and handoffs between cellular equipment. As a result, wireless operators generally
invest in SS7 related equipment, such as signal transfer points, more frequently than fixed line
carriers to accommodate the unique signaling demands of mobile telephony. In addition, rapid
growth in wireless minutes of use and increased popularity of wireless services enabled by
signaling networks such as voice mail and text messaging have led to a significant increase in
SS7 traffic on mobile networks in recent years, which has created a need for high capacity
signaling infrastructure. Driving the higher usage in wireless networks, particularly in the United
States, are flat rate pricing plans that feature no additional charges for long distance calls.
Wireless usage is expected to continue to increase in the coming years, which will create further
demand for signaling infrastructure. According to a report issued by The Yankee Group, wireless
telephony is expected to account for more than 50% of total non-business minutes in the United
States by 2005, up from 30% in 2002, as additional subscribers are added and existing
subscribers continue to increase their usage of wireless phones.

Supporting Voice and Data Convergence

Currently, virtually all networks which carry both voice and data communications rely on
a technology called circuit switching. Another technology, packet switching, has been used
almost exclusively for data-only networks. Circuit switching and packet switching are
fundamentally different technologies. While circuit switching has offered reliable and high
quality voice communications, packet switching is inherently more efficient and cost effective.
Industry sources estimate that the cost of a transmission minute is as much as 25% to 50% less
for a packet network than for a circuit network.

The cost and performance superiority of packet switching has led many incumbent and
new carriers to build packet networks to handle data traffic. It has also led carriers to explore the
transmission of voice communications over packet networks. This requires circuit networks and
packet networks to seamlessly interconnect.

To support voice and data communications, packet networks need signaling to provide
the same reliability and quality of transmissions as circuit networks and to provide the intelligent
services consumers have come to expect and demand. Because SS7 is the global industry
standard for voice networks, we believe that signaling for the converged circuit and packet
networks will be based upon SS7 or its derivatives as well. This allows new carriers with packet
networks to more easily interconnect with existing circuit networks and would allow incumbent
carriers to leverage their investment in their existing networks even as they build out their data
networks.

We believe that the primary network elements of converged circuit and packet networks,
including signaling, call control and switching technologies, are as follows:

Signal Transfer Point — As in the present circuit networks, a signal transfer point relays
messages needed to establish and terminate telephone calls and to coordinate the provision of
intelligent services. It can relay messages within the circuit network, between circuit and packet
networks, and possibly within some forms of packet networks.

Service Control Point — As in the present circuit networks, a service control point is a
specialized database containing information used to deliver intelligent services. Service control
points in converged networks may support packet-based signaling interfaces.




Signaling Gateway — A signaling gateway receives signaling messages from signal
transfer points, reformats these messages and presents them to one or more media gateway
controllers.

Media Gateway Controller — A media gateway controller, frequently called a sofiswitch
or call agent, is a specialized computer that provides the intelligence, or cail control to direct
switching. It controls one or more voice/data switches called media gateways.

Media Gateway — A media gateway is a voice/data switch that receives the message part
of a call and redirects it as specified by the media gateway controller to a single destination or to
multiple destinations. If necessary, a media gateway can translate the actual call from a packet
switching format to a circuit switching format and vice versa.

Application Server — Similar to a service control point, an application server is a
specialized database that contains information to deliver certain intelligent services in packet
networks, interacting with the Media Gateway Controller via IP-based protocols such as Session
Initiation Protocol (SIP).

SIP Server — A SIP server is a session control platform for voice-over-packet networks.
Interoperating with media gateway controllers, the SIP server provides the foundation for
initiating and terminating sessions as well as service delivery within a pure-packet, signaling
network.

The primary difference between the converged architecture and the circuit architecture
described above is the use of the signaling gateway, media gateway controller and media
gateway to perform the same switch functions that are currently performed by certain service
switching points in circuit networks. However, industry experts believe it will take decades to
replace all of the existing service switching points with packet switching technologies. In our
view of the converged architecture, these three switch components do not all have to be made
and scld in one integrated product by a single equipment manufacturer. Instead, any of these
switch components can be bundled and sold with switch components made by different
manufacturers generally with one vendor serving as the primary supplier responsible for
delivering, integrating and servicing the comprehensive packet telephony solution. We have
partnered with several vendors of media gateways and feature servers to enable us to offer a
complete solution for packet telephony deployments.

We believe carriers are seeking fully featured packet telephony solutions that can
facilitate the convergence of circuit and packet networks, without compromising functionality,
reliability, scalability, support and flexibility. We also believe that other equipment
manufacturers may be looking for signaling and/or call control products that they can easily
bundle and sell with their own switch components.

The Tekelec Solution

We are a leading designer and developer of telecommunications signaling infrastructure,
packet telephony solutions, and service applications. Our network systems products are widely
deployed in traditional and next-generation, or “converged” wireline and wireless networks and
contact centers worldwide. Our systems assist our customers in meeting their primary challenges
in the competitive telecommunications environment; differentiating their offerings and lowering
network costs. We offer signaling and packet telephony systems and services to enable the




delivery of intelligent services and facilitate convergence of voice and data networks. We believe
that our open, standards-based solutions are highly reliable and enable operators to more cost-
effectively manage their networks and offer intelligent services.

Our Eagle 5 SAS (the latest release of our STP product) and previous versions of the
Eagle STP, have been widely deployed and, according to market research firms, has achieved
leading market share in North America. We are expanding our international operations to
increase our market share in international markets within Europe, Latin America, Asia Pacific
and in other parts of the world the Eagle 5 SAS offers high capacity and throughput, reliability
and efficiency that support the growth of traffic and demand for intelligent services in service
provider networks. The reliability of our products enable us to offer service providers solutions
that reduce their total cost of ownership of network systems products. Our Eagle and IP’
products meet industry standards for 99.999% reliability and less than three minutes of
unscheduied downtime per year. We also offer a feature of Eagle that allows Eagle 5 the ability
to support SS7 signaling into Internet Protocol (IP) networks to realize substantial efficiencies
inherent in IP networks.

During the past few years, we have developed and introduced a suite of products created
specifically for converged circuit and packet networks. These products include the IP’ Secure
Gateway and the VXi Media Gateway Controller, two of the three components comprising a
switch in converged circuit and packet networks. Our products are designed so that they may be
purchased in combination with switch components made by other manufacturers, or purchased
separately, depending on the customer’s preference. In our effort to offer .our customers a
complete switching solution, we have become an established reseller of media gateways
manufactured by Alcatel and Telica and applications servers manufactured by BroadSoft, with
which our sclutions are interoperable.

Use of our SS7-over-IP solutions results in a substantial increase in signaling efficiency
by enabling SS7 signaling over IP at faster rates than traditional SS7 signaling. Customers may
choose to deploy the IP” Secure Gateway or the Eagle 5 with SS7-over-IP capability to gain
signaling efficiencies, among other benefits, as a precursor to deploying a complete packet
telephony switch as a circuit switch replacement. In addition, customers of our SS7 products
may upgrade their existing solutions to enable SS7 signaling over IP. The upgrade enables them
‘to preserve the value of their existing SS7 infrastructure and makes them fully capable of
facilitating interoperability between circuit and next-generation packet networks.

Cur approach to packet telephony solutions offers carriers more flexibility and lower
costs than a fully integrated switch. Carriers can choose to purchase from among multiple
vendors each of the switch components that offers the optimal performance for their needs. They
can also potentially upgrade or expand a packet telephony switch by selectively replacing
components, instead of having to replace the entire switch. The ability to upgrade media
gateways without changing the signaling and call control elements of a converged switch is
especially relevant due to continuous gains in packet switching efficiency, which by some
estimates, doubles in performance every 18 months. We also believe that our approach is more
scalable than a fully integrated packet telephony switch.




Business Strategy

Our objective is to be the premier supplier of network infrastructure products for existing

and converged networks. We intend to focus on the market opportunities arising from the
convergence of voice and data networks and to apply our technology to develop products and
services for such networks. In order to achieve this goal we intend to leverage our established
customer relationships and our expertise in SS7 technology. Our strategy is to maintain
technology leadership, target the convergence of voice and data networks, expand
internationally, seek continued operating improvements, and pursue new market segments and
additional strategic relationships. Key elements of our strategy to achieve this objective include:

Maintaining Technology Leadership. We believe that one of cur core competitive
strengths is the breadth of our knowledge and expertise in communications technologies,
particularly in SS7 and related signaling technologies. We have developed this expertise over
more than two decades. We intend to enhance our existing products and to develop new products
by continuing to make significant investments in research and development. As part of our
commitment to technology leadership, we have developed the Transport Adapter Layer Interface
(TALI), an Internet Protocol signaling interface that enables the transport of signaling messages
using the Internet Protocol. We have made available the TALI source code free of charge to the
industry, and have entered intc TALI licensing agreements with more than 200 companies,
several of which are using the interface in live networks. We alse support other IP signaling
protocols, including the Internet Engineering Task Force SIGTRAN suite of signaling protocols
for next-generation network connectivity. We have also assumed a leadership role within the
Softswitch Consortium, an industry organization created for global cooperation and coordination
in the development of open standards and interoperability for packet networks.

Targeting the Convergence of Voice and Data Networks. We are continuing to invest
significantly to develop signaling and call control products and features that enable the
convergence of circuit and packet networks. We introduced the IP product line, the VXi Media
Gateway Controller and the SXi 700 SIP Server to target this convergence market. In addition,
we have established reseller partnerships with vendors of media gateways and application
servers, complementary products for converged voice and data networks. We believe our pursuit
of this new market opportunity leverages ocur expertise in signaling and call control and will
enhance the market potential for our traditional solutions by ensuring that customers who invest
in Tekelec equipment can be upgraded to perform in converged networks.

Expanding Internationally. We are increasingly pursuing international opportunities,
primarily through our European sales and support office in the United Xingdom and by opening
additional international sales offices. We recently established additional sales offices in Latin
America, Singapore, and China. Our European sales efforts have resulted in significant
expansion in our customer base, including Orange Personal Communications Systems, Bouygues
Telecom, the Cegetel Group mobile subsidiary SFR, Cable & Wireless, British Telecom, and
Vodafone. Mandates in certain European countries, including Spain, the Netherlands and France,
and a similar mandate in Australia, require that telecommunications service providers offer
number portability. The increasing implementation of number portability in Europe and other
regions is expected to result in increasing demand for SS7 network elements such as signal
transfer points to accommodate the increase in signaling traffic, and number portability
solutions, such as those offered by Tekelec, to facilitate the deployment of number portability.
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Focus on Continued Operating Improvements. We will continue to identify and
implement new. ways to improve our operating efficiency and business processes to enhance our
profitability. The use of contract manufacturing and improved supplier relationships have helped
to lower our material costs and allowed us to improve our gross margins. We will pursue
additional such savings in the future. We will continue to review all job openings to determine
whether job functions or business processes can be assumed by other Tekelec personnel or
reengineered, resulting in lower personnel costs. We will continue to regularly review and
evaluate all employee performance to ensure that under performing employees are provided the
opportunity to improve their performance or are separated from us.

Pursuing Additional Strategic Relationships, Original Equipment Manufacturers (OEM)
Partners and Acquisitions. We intend to seek additional strategic relationships, including
original equipment manufacturer partners, referral arrangements, distribution agreements and
acquisition candidates. Our existing strategic relationships include technology development and
OEM relationships with Alcatel, BroadSoft and Telica; technology development and marketing
relationships with Harris, Telcordia and Nortel, a collaboration agreement with Alcatel and
distribution relationships with Mercury (formerly Daewoo) and numerous other product
distributors.

Pursuing New Market Segments. We intend to continue our strategy of internally
developing and acquiring products in order to enter new market segments. A number of products
currently under development will enable us to serve new and emerging next generation
networking markets.

Seeking Additional Opportunities to Provide Upgrades, FExtensions and Service
Agreements. We intend to leverage our strong customer relationships to seek opportunities to
better serve our customers’ needs in the future. In particular, we will continue to develop and
market software upgrades, link extensions, extended service agreements and other enhancements
as a means to pursue repeat business opportunities. Such products and services accounted for
approximately 50 % of revenues in its Network Systems Division in 2002.

Products

We currently offer products in two broad categories: network systems products and
contact center products.

Network Systems Products

Our principal network systems products are described below:
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Product

Eagle 5 Signaling
Application System

ASi 4000 Service Control

IP’ Secure

............................

Gateway ............

VXi Media Gateway

Controller

............................

Description

Our Eagle 5 Signaling Application System (“SAS”) is a
highly reliable and scalable product that provides solutions
in five functional areas: Signal Transfer, Signaling
Gateway, Number Portability, Data Acquisition, and
Integrated Applications. The Signal Transfer Function is
tailored to the global CCS7 switching needs of wireline
carriers, network service providers and wireless operators,
among others. It offers high capacity and throughput,
features a fully distributed, standards-based, open
architecture and is scalable from 2 to 2,000 links with
growth up to 7000 links. The Signaling Gateway Function
provides the capability for next generational IP signaling,
and bridges the gap between legacy networks and next-
generation Packet Telephony capabilities. The Number
Portability Functions introduce solutions for wireline and
wireless networks worldwide with a combination of
capacity and performance. Data Acquisition Function
provides a base for Revenue Gateway and Fraud Protection
capabilities within a signaling network. The Integrated
Applications Function delivers mediation, mobility, “find-
me” services and Intelligent Network applications.

Cur ASi 4000 Service Control Point is a specialized
database that contains network and customer information
needed to process calls requiring special treatment, such as
calling name or other intelligent services. This product
supports interfaces to the products of most major switch
vendors. Its service creation environment has a graphical
user interface which enables the development, testing and
deployment of intelligent services.

Our [P’ Secure Gateway is a highly scalable signaling
gateway that can provide signaling information to media
gateway controllers and IP-signaling enabled SCPs in
multiple locations. It can deliver these services in multi-
protocol, multi-vendor converged networks or in circuit
switched networks that deploy signaling over IP primarily to
realize economic benefits.

Cur VXi Media Gateway Controller is highly scalable and
can control media gateways in multiple locations. It
interfaces to both asynchronous transfer mode and Internet
protocol networks via proprietary and standards-based
interfaces.
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SXi 700 SIP Server............. Our SXi 700 product establishes and terminates sessions,
and enables services in a packet switching network
environment.  Interworking with Media  Gateway
Controllers, the SXi 700 is an IP signaling foundation for
service delivery in packet networks.

Sentinel .......ccccoccevvviiineennnn. Sentinel is a data acquisition product capturing data from
signaling networks. Associated value added applications
provide network maintenance, surveillance and revenue
assurance solutions that enables service providers to ensure
the reliability of telecommunication products and services
implemented across their SS7/IP networks. Sentinel also
enables revenue assurance features such as fraud prevention,
billing and billing verification. Sentinel can be deployed on
a standalone basis or as an integrated feature of the Eagle 5
SAS.

Contact Center Products

Our contact center products provide planning, management and call routing and control
tools for single contact centers and for complex, multiple site contact center environments. These
tools help contact center managers maximize contact center productivity, achieve service level
targets and reduce costs. Qur principal contact center products are described below:

Product Description
TotalView.....cccoceverveneennnnn QOur TotalView Workforce Management Solution for

single and multiple site contact centers generates staff
schedules based on contact center workload and the
availability and skills of contact center staff. It performs
real-time monitoring and analysis of contact center
operations. TotalView also provides detailed,
customized reports to assist in optimizing contact
center performance and forecasting contact center
staffing requirements.

TotalNet.......coocercerrrennnennn. Our TotalNet Call Routing Solution for multiple site
contact centers routes calls to multiple locations as if
they were a single contact center and balances
workload across contact center sites based on staffing
levels, call volume and caller requirements. TotalNet
also maintains contact center statistics and analyzes
contact center operations.
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Product Development

The communications market is characterized by rapidly changing technology, evolving
industry standards and frequent new product introductions. Standards for new technologies and
services such as 3G wireless, softswitching, signaling for packet networks, internet protocol and
asynchronous transfer mode are still evolving. As these standards evolve and the demand for
services and applications increases, we intend to adapt and enhance our products and develop
and support new products. We solicit product development input through discussions with our

customers and participation in various industry organizations and standards committees, such as
the Telecommunications Industry Association, the Internet Engineering Task Force, the
Softswitch Consortium and the Asynchroncus Transfer Mode Forum, and by closely monitoring
the activities of the International Telecommunications Union, the European Telecommunications
Standards Institute, the International Organization for Standardization and Telcordia.

Our network systems product development group is principally focused on addressing the
requirements of the converged voice and data networks and on the release of new software versions
to incorporate enhancements or new features or functionality desired by customers. This group also
focuses on compliance with standards to enable the Eagle solutions to address additional domestic
and international markets. In addition, we plan continued improvement of hardware components to
improve their performance and capabilities.

QOur contact center product development activities are principally focused on expanding
the capabilities of the contact center products, including the skills and multimedia scheduling
capabilities of the TotalView Workforce Management product and the functionality of the
TotalNet Call Routing product.

Sales and Marketing

Our sales and marketing strategies include selling through our direct sales forces, selling
indirectly through distributors and other resellers, entering into strategic alliances and targeting
certain markets and customers. To promote awareness of Tekelec and our products, we also
advertise in trade journals, exhibit at trade shows, participate in industry forums and panels,
maintain a presence on the Internet, use direct mail and from time to time, our employees author
articles for trade journals.

Distribution. We sell our network systems and contact center products in the U.S.
principaily through our direct sales forces and indirectly through strategic relationships with
various third parties. Our North America direct sales forces operate out of our regional offices
located in California, Colorado, Georgia, Illinois, New Jersey, North Carolina, Virginia and
Texas. Internationally, we sell our network systems products through our direct sales force, sales
agents and distribution relationships. We also sell direct from our wholly owned subsidiaries in
the United Kingdom, Canada, Germany, France, Italy, Singapore, Brazil and our sales office in
China.

Strategic Relationships. We believe that our current and future strategic relationships
with leading communications equipment suppliers will improve market penetration and
acceptance for our network systems products. These suppliers have long-standing relationships
with public telecommunications carriers and provide a broad range of services to these carriers
through their existing sales and support networks. We seek strategic relationships that:
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= enhance our presence and strengthen the our competitive position in our target markets;

« offer products that complement our network systems solutions to provide value-added
networking solutions; and

+ leverage our core technologies to enable communications equipment suppliers to develop
enhanced products with market differentiation that can be integrated with Tekelec’s
solutions.

Our strategic relationships include:

* an agreement with Alcatel, whereby we will market and resell certain of Alcatel’s
media gateways with our VXi Media Gateway Controller and IP” Secure Gateway;

» an agreement with Telica whereby we will market and resell certain of Telica’s media
gateways with our VXi Media Gateway Controller and IP Secure Gateway;

* an agreement with BroadSoft, whereby we will market and resell BroadSoft’s
application server product with our VXi Media Gateway Controller and [P’ Secure
Gateway;

 an agreement with Harris whereby we will market and resell its operations, administration
and maintenance network management system;

» an exclusive distribution and OEM agreement with Mercury under which Mercury
distributes our Eagle STP in South Korea;

* an alliance with Nortel Networks in which we and Nortel Networks cooperatively market
Nortel Networks’ Symposium Call Center Server with TotalNet Call Routing and
TotalView Workforce Management.

We believe that our strategic third party relationships provide us with additional
opportunities to penetrate the network systems markets and demonstrate our strategic partners’
recognition of the technical advantages of our network products. Through our relationships with,
among others, Alcatel, BroadSoft, Telica, Harris and Mercury, we are enhancing our market
presence and the ability to access leading network service providers. In general, these
agreements can be terminated by either party on limited notice and, except for our agreement
with Mercury, do not require minimum purchases. Although our current sales through these
relationships are not significant, a termination of our relationship with, or the sale of competing
products by, any of these strategic partners could adversely affect our business and operating
results.

We believe that our ability to compete successfully in the network systems market also
depends in part on our distribution and marketing relationships with leading communications
equipment suppliers and resellers. If we cannot successfully enter into these relationships on
terms that are favorable to us or if we cannot maintain these relationships, our business may
suffer.
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Service, Support and Warranty

We believe that customer service, support and training are important to building and
maintaining strong customer relationships. We service, repair and provide technical support for
our products. Support services include 24-hour technical support, remote access diagnostics and
servicing capabilities, extended maintenance and support programs, comprehensive technical
customer training, extensive customer documentation, field installation and emergency
replacement. We also offer to our customers and certain resellers of our products training with
respect to the proper use, support and maintenance of our products.

We maintain an in-house repair facility and provide ongoing training and telephone
assistance to customers and international distributors and other resellers from our headquarters in
Calabasas, California and certain U.S. regional offices. Our technical assistance centers in
Morrisville, North Carolina and Egham, United Kingdom, support the our network systems
products on a 24 hour-a-day, seven day-a-week basis. Our technical assistance center in
Richardson, Texas supports our contact center products and certain of our network systems
products.

We also offer network implementation services in connection with our effort to supply a
complete solution for packet telephony deployments, including products from our vendor
partners. In such instances, we will offer specific service contracts to support the needs of our
carrier customers that choose to migrate their network to packet technologies.

We typically warrant our products against defects in materials and workmanship for one
year after the sale and thereafter offer extended service warranties.

Customers

Our customers include end users and marketing intermediaries. End users for our network
systems products consist primarily of network service providers, wireless network operators,
interexchange carriers, competitive access providers, local exchange carriers and Regional Bell
Operating Companies. Wireless service providers accounted for more than 50% of our Network
Systems revenue in 2002. Our contact center solutions have been sold primarily to Fortune 500
companies, financial services companies and telecommunications carriers. We anticipate that our
operating results in any given period will continue to depend to a significant extent upon
revenues from a small percentage of our customers.

Backlog

Backlog for our network systems products typically consists of contracts or purchase
orders for both product delivery scheduled within the next 12 months and extended service
warranty to be provided over periods of up to three years. Backlog for our contact center
products typically consists of products and services ordered for delivery within the next 12
months. Primarily because of variations in the size and duration of orders we receive and
customer delivery requirements, which may be subject to cancellation or rescheduling by the
customer, our backlog at any particular date may not be a meaningful indicator of future
financial results.

At December 31, 2002, our backlog amounted to approximately $182.7 million, of which
$108.2 million related to network systems service warranties. This compared to a backlog of
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approximately $176.0 million at December 31, 2001, of which $86.3 million related to network
systems service warranties.

We regularly review our backlog to ensure that our customers continue to honor their
purchase commitments and have the financial means to purchase and deploy our products and
services in accordance with the terms of their purchase contracts.

Competition

Network Systems Products. The market for our network systems products is intensely
competitive and has been highly concentrated among a limited number of dominant suppliers.
We presently compete in the network systems market with, among others, Alcatel, Nortel, Cisco
Systems, Telcordia, Sonus Networks, Ericsson, Lucent Technologies, Inet and Siemens. We
expect competition to increase in the future from existing and new competitors.

We believe that the principal competitive factors in the network systems products market
are product performance, scalability and functionality, product quality and reliability, customer
service and support, price and the supplier’s financial resources and marketing and distribution
capability. We anticipate that responsiveness in adding new features and functionality will become
an increasingly important competitive factor. While some of our competitors have greater financial
resources, we believe that we compete favorably in other respects. New entrants or established
competitors may, however, offer products that are superior to our products in performance, quality,
service and support and/or are priced lower than our products.

Some of our competitors, including Lucent, Nortel and Sonus Networks manufacture and
offer fully integrated network systems products for converged networks. These products include
an SS7 signaling gateway, a media gateway controller and a media gateway. Our strategy,
however, is to develop and provide the SS7 signaling gateway and the media gateway controller
elements of network systems solutions for converged circuit and packet networks. This means
that it will be necessary for our products to be combined with the media gateways of other
vendors to constitute a complete network systems switch for a converged network. To date, we
have established relationships with Telica and Alcatel to offer a complete switch. Some
customers may prefer to purchase fully integrated network systems switches from our
competitors rather than purchase our network systems products because they may conclude that
the fully integrated switch is superior. Our ability to compete in the market for network systems
switches will also be limited if media gateway manufacturers develop fully integrated switches
and cease selling media gateways on a non-integrated basis or bundled with our convergence
products.

We believe that our ability to compete successfully in the network systems market also
depends in part on our distribution and marketing relationships with leading communications
equipment suppliers and resellers. If we cannot successfully enter into these relationships on terms
that are favorable to us, or if we cannot maintain these relationships, our business would suffer.

Contact Center Products. The market for contact center products is extremely
competitive. We compete principally with Aspect Communications and Blue Pumpkin Software
in the market for workforce management solutions and with Cisco and Alcatel in the market for
call routing solutions. We also compete to a lesser extent in these markets with a number of other
manufacturers, some of which have greater financial, marketing, manufacturing and other
resources than Tekelec. We believe that the success of our TotalView product will depend in part
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on our ability to offer competitive prices and to further develop our workforce management
scheduling and other technologies and our international distribution channels. We believe that
the success of the TotaiNet product will depend, to a significant degree, on our ability to develop
market penetration and to improve product functionality through strategic partnering with third
parties.

Intellectual Property

QOur success depends, to a significant degree, on our proprietary technology and other
intellectual property. We rely on a combination of patents, copyrights, trademarks, trade secrets,
confidentiality agreements and contractual restrictions to establish and protect our proprietary
rights both in the United States and abroad. We have been issued a number of patents and have a
number of patent applications pending. These measures, however, afford only limited protection
and may not prevent third parties from misappropriating our technology or other intellectual
property. In addition, the laws of certain foreign countries do not protect our proprietary rights to
the same extent as do the laws of the United States and thus make the possibility of
misappropriation of our technology and other intellectual property more likely. If we fail to
successfully enforce or defend our intellectual property rights, or if we fail to detect
misappropriation of our proprietary rights, our ability to effectively compete could be seriously
impaired.

Our pending patent and trademark registration applications may not be allowed and our
competitors may challenge the validity or scope of our patent or trademark registration
applications. In addition, we may face challenges to the validity or enforceability of our proprietary
rights and litigation may be necessary to enforce and protect our rights, to determine the validity
and scope of our proprietary rights and the rights of others, or to defend against claims of
infringement or invalidity. Any such litigation would be expensive and time consuming, would
divert the attention of our management and key personnel from business operations and would
likely harm our business and operating results.

The communications industry is characterized by the existence of a large number of
patents and frequent litigation based on allegations of patent infringement. From time to time,
third parties may assert patent, copyright, trademark and other intellectual property rights to
technologies that are important to us. From time to time, we receive notices from, or are sued by,
third parties regarding patent claims. Any claims made against us regarding patents or other
intellectual property rights could be expensive and time consuming to resolve or defend, would
divert the attention of our management and key personnel from our business operations and may
require us toc modify or cease marketing our products, develop new technologies or products,
acquire licenses to proprietary rights that are the subject of the infringement claim or refund to
our customers all or .a portion of the amounts paid for infringing products. If such claims are
asserted, there can be no assurances that the dispute could be resolved without litigation or that
we would prevail or be able to acquire any necessary licenses on acceptabl?’terms, if at all. In
addition, we may be requested to defend and indemnify certain of our customers and resellers
against claims that our products infringe the proprietary rights of others. We may alsc be subject
to potentially significant damages or injunctions against the sale of certain products or use of
certain technologies. See “Legal Proceedings” in Part [, Item 3, of our Annual Report on Form
10-K.
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Employees

At March 16, 2003, we had 875 employees, comprising 345 in sales, marketing and
support, 74 in manufacturing, 331 in research, development and engineering and 125 in
management, administration and finance. Virtually all of our employees hold stock options in
our stock option plans. None of our employees are represented by a labor union, and we have not
experienced any work stoppages. We believe that our employee relations are excellent.

Risk Factors

The statements that are not historical facts contained in this Annual Report on Form 10-K
are forward-looking statements within the meaning of the Private Securities Litigation Reform
Act of 1995. These statements reflect the current belief, expectations, estimates, forecast or
intent of our management and are subject to and involve certain risks and uncertainties. Many of
these risks and uncertainties are outside of our control and are difficult for us to forecast or
mitigate. In addition to the risks described elsewhere in this Annual Report on Form 10-K and in
certain of our other Securities and Exchange Act Commission filings, the following risks and
uncertainties, among others, could cause our actual results to differ materially from those
contemplated by any forward-looking statement contained herein.

Because our quarterly operating results are difficult to predict and may fluctuate,
the market price for our stock may be volatile.

Our quarterly operating results are difficult to predict and may fluctuate significantly.
We have failed to achieve our revenue and net income expectations for certain prior periods, and
it is possible that we will fail to achieve such expectations in the future. Fluctuations in our
quarterly operating results may contribute to the volatility in our stock price. A number of
factors, many of which are outside our control, can cause these fluctuations in our quarterly
operating results, including among others:

e overall telecommunications spending;

e changes in general consumer conditions and specific market conditions in the
telecommunications industry;

o fluctuations in demand for our products and the size, timing, terms and conditions of
orders and shipments;

o the lengthy sales cycle of our Network Systems products, especially with respect to
our international customers, and the reduced visibility into our customers' spending
plans for those products and associated revenue;

s the progress and timing of the convergence of voice and data networks and other
convergence-related risks described below;

e the ability of carriers to utilize excess capacity of signaling infrastructure and related
products in their networks;

o the capital spending patterns of our customers, including deferrals or cancellations of
purchases by customers;

e the trend toward industry consolidation among our customers;

e our ability to achieve targeted cost reductions;

e our dependence on wireless carriers for a significant percentage of our revenue
streams;

e the success or failure of our strategic alliances and acquisitions;

e unanticipated delays or problems in releasing new products or services;
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the mix of products and services that we sell;

the geographic mix of our revenues and the associated impact on gross margins;

the introduction and market acceptance of our and our competitors’ new preducts,
services and technologies;

the timing of the deployment by our customers of new technologies and services;

the ability of our customers to cbtain financing or to fund capital expenditures;

the timing and level of our research and development expenditures and other
expenses;

the expansion of our marketing and support operations, both domestically and
internationally;

changes in accounting rules, such as a change requiring the recording of expenses for
employee stock option grants;

changes in pricing policies and those of our competitors;

worldwide economic or political instability; and

failure of certain customers to successfully and timely reorganize their operations,
including emerging from bankruptcy.

Our product sales in any quarter depend largely on orders booked and shipped in that
quarter. A significant portion of our product shipments in each quarter occurs at or near the end
of the quarter. Since individual orders can represent a meaningful percentage of our revenues
and net income in any quarter, the deferral or cancellation of or failure to close a single order in a
quarter can result in a revenue and net income shortfall that causes us to fail to meet securities
analysts' expectations for that period. We base our current and future expense levels on our
internal operating plans and sales forecasts, and our operating costs are to a large extent fixed.
As a result, we may not be abie to sufficiently reduce our costs in any quarter to adequately
compensate for an unexpected near-term shortfall in revenues, and even a small shortfall could
disproportionately and adversely affect our operating results for that quarter.

The factors described above are difficult to forecast and could have a material adverse
effect on our business, operating results and financial condition. There can be no assurances that
we will not experience a shortfall in revenues in the future, which would adversely affect our
operating results. The results in any one quarter should not be relied upon as an indication of our
future performance.

We are exposed to general economic and market conditions, and our business has
been adversely affected by the econemic downturn,

Our business is subject to the effects of general economic conditions in the United States
and globally and, in particular, market conditions in the telecommunications industry. In recent
quarters, our operating results have been adversely affected as a result of the prolonged
economic downturn that began in 2000 and which we expect will continue for at least the next
several quarters. Our business is particularly affected by the current market conditions in the
telecommunications industry and by significantly reduced capital spending in the United States,
Europe, Latin America and Asia Pacific. Capital expenditure budgets of telecommunications
carriers have been reduced drastically worldwide and many infrastructure customers are
burdened by prohibitive debt levels because they borrowed heavily to build, expand or upgrade
systems for which there is currently weak demand. The rate at which the telecommunications
industry recovers will have a material impact on the financial performance of our Network
Systems business. If the economic conditions in the United States and globally do not improve,
or if there is a worsening in the global economic slowdown and market conditions in the
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telecommunications industry in particular, we may continue to experience material adverse
impacts on our business, operating results and financial condition.

We have limited product offerings, and our revenues may suffer if demand for any
of our preoducts declines or fails to develop as we expect and if we are not able to develop
and market additional and erhanced product offerings.

We derive a substantial portion of our revenues from sales of our Network Systems
products. During each of 2000, 2001 and 2002, our Eagle and IP’ signaling products and related
services generated over 50% of our revenues, and we expect that these products and services and
our other Network Systems products will continue to account for a substantial majority of our
revenues for the foreseeable future. As a result, factors adversely affecting the pricing of or
demand for these products, such as competition, technological change or a slower than
anticipated rate of deployment of new products and technologies, could cause a significant
decrease in our revenues and profitability. Continued and widespread market acceptance of
these products is therefore critical to our future success. Moreover, our future financial
performance will depend in significant part on the successful and timely development,
introduction and customer acceptance of new and enhanced versions of our Eagle, IP” and packet
telephony products and other Network Systems products. Introducing new and enhanced
products such as these requires a significant commitment to research and development that may
not result in success. There are no assurances that we will continue to be successful in
developing and marketing our Network Systems products and related services.

In addition, as a result of our August 2002 sale of the assets of our Network Diagnostics
Division, our product offerings are more limited than they were prior to that time. In both 2000
and 2001, we derived approximately 20% of our revenues from sales of our Network Diagnostics
products.

If wireless carriers do not continue to grow amd to buy our Network Systems
products and services, our Netwerk Systems business would be harmed.

The success of our Network Systems business will depend in large part on the continued
growth of the wireless network operators and their purchases of our products and services. We
derive a substantial portion of our revenues from the sale of our Network Systems products and
services to wireless networks operators. In 2002, sales to the wireless market accounted for more
than 50% of our Network Systems revenues. We expect that our sales of Network Systems
products and services to wireless companies will continue to account for a substantial percentage
of our revenues for the foreseeable future. The continued growth of the domestic and
international wireless markets is subject to a number of risks that could adversely affect our
revenues and profitability, including:

¢ continuing or worsening weakness in the domestic or global economy;

¢ a further slowdown in capital spending by the wireless network operators;

e continuing and further adverse changes in the debt and equity markets and in the

ability of wireless carriers to obtain financing on favorable terms;

e delays or scaling back of plans for the deployment by wireless network operators of

new wireless broadband technologies; and

e slowing wireless network subscriber growth or minutes of use.
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Consequently, there can be no assurances that the wireless network carriers will continue
to purchase our Network Systems products and services for the build out or expansion of their
networks.

Risks related to the potential convergence of voice and data networks

The market for our products is evolving. Currently, voice conversations are carried
primarily over circuit switched networks. Another type of network, packet switched networks,
carries primarily data. Circuit and packet networks use fundamentally different technologies.
Although we expect a substantial portion of any increases in our future sales of Network
Systems products to result from the interconnection, or convergence, of circuit and packet
networks, we cannot accurately predict when such convergence will occur or whether it will
fully occur. Therefore, this convergence presents several significant and related risks to our
business.

If the convergence of circuit and packet networks does not fully occur or takes longer
than anticipated, sales of our network infrastructure products, and our profitability,
could be adversely affected.

Any factor which might prevent or slow the convergence of circuit and packet networks
could materially and adversely affect growth opportunities for our business.
Such factors include:
o the failure to solve or difficulty in solving certain technical obstacles to the
transmission of voice conversations over a packet network;
e delays in the formulation of standards for the transmission of voice conversations
over a packet network; and
e the imposition on packet network operators of access fees, which they currently do
not pay.

It may be difficult or impossible to solve certain technical obstacles to the transmission of
voice conversations over a packet network with the same quality and reliability of a circuit
network. For example, delays or gaps in the timing of a message are typically not as critical to
data transmissions as they are to voice conversations. The nature of packet switching makes it
difficult to prevent such delays or gaps as well as to repair such defects in a way that does not
degrade the quality of a voice conversation. If this problem is not solved, the convergence of
circuit and packet networks may never fully occur or may occur at a much slower rate than we
anticipate. It may also be difficult or time-consuming for the industry to agree to standards
incorporating any one solution to such technical issues if such a solution dces exist. Without
uniform standards, substantial convergence of circuit and packet networks may not occur.

We cannot accurately predict when these technical problems will be solved, when
uniform standards will be agreed upon or when market acceptance of such sclutions will occur.
Convergence may, however, take much longer or, as noted above, not fully occur at all.
Moreover, uncertainty regarding the technology or standards to be employed in converged
networks may cause carriers to delay their purchasing pians.

Finally, the imposition of access fees on packet networks might slow the convergence of
circuit and packet networks. Today, federal regulation requires an operator of a long distance
circuit network to pay an access fee to the local phone company serving the recipient of a long
distance call. Packet network operators do not currently pay such access fees. In the future,
access fees may be imposed on carriers using packet networks to transmit voice calls. These
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access fees might also be imposed on the termination of "pure” data messages by operators of
packet networks. The imposition of these access fees would reduce the economic advantages of
using packet networks for voice and other transmissions, which may slow the convergence of
circuit and packet networks.

Customers may prefer the complete switching solutions offered by our competitors.

Our product strategy is to develop and provide only certain parts of a network switch
which would be used in converged circuit and packet networks. This means that our [P’ Secure
Gateway and VXi Media Gateway Controller will need to be deployed with the products of other
manufacturers in order to constitute a complete switching solution for a converged network.
Some of our competitors, including Lucent, Nortel and Sonus Networks, manufacture complete
switching solutions for converged networks that would not require any of our products. Some or
all of our customers or potential customers may prefer to purchase such a complete switching
solution rather than purchasing our convergence switching products. They may prefer a complete
switching solution, rather than our convergence switching products offered with the switch
components made by others. Customers may choose this option because they believe that the
complete solution provided by a single vendor is superior. If a significant number of our
potential customers prefer a solution made entirely by one manufacturer, our strategy could fail.

QOur dependence on strategic relationships with manufacturers of other products makes
it potentially vulnerable to the actions and performance of other manufacturers.

Because our IP’ Secure Gateway and VXi Media Gateway Controller will need to be
bundled with the products of other manufacturers in order to constitute a switch in converged
circuit and packet networks, we may be adversely affected by the actions of the manufacturers of
the other necessary switch elements. First, these manufacturers may not choose to make their
product designs compatible with our products. Second, those manufacturers who do choose to
make their products compatible with our products may not develop or deliver their products on a
timely basis, or may not develop products which perform as expected or are priced
competitively. Third, manufacturers of these products may also subsequently change the design
of their products in a manner that makes it difficult or impossible to make our products
compatible. Fourth, manufacturers of these products may decide to develop a fully integrated
network switch for converged networks and may cease selling non-integrated switching
products. Finally, because we intend to market a product that incorporates network switching
products made by others, any other manufacturer who markets our products together with its
products may terminate or cease to fully support its efforts to sell our products. All of these
actions will be outside of our control. Any of these actions could materially and adversely affect
our business and profitability.

If our products do not satisfy customer demand for performance or price, our
customers could purchase products from our competitors.

The telecommunications equipment industry in which we operate is highly competitive,
and we expect that the level of competition on pricing and product offerings to continue to be
intense. If we are not able to compete successfully against our current and future competitors,
our current and potential customers may choose to purchase similar products offered by our
competitors, which would negatively affect our revenues. We face formidable competition from
a number of companies offering a variety of network systems, monitoring or contact center
products. The markets for our products are subject to rapid technological changes, evolving
industry standards and regulatory developments. Our competitors include many large domestic
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and international companies as well as many smaller established and emerging technology
companies. We compete principally on the basis of®

o product performance and functionality;

e product quality and reliability;

o customer service and support; and

o price.

Many of our competitors have substantially greater financial and technological resources,
product development, marketing, distribution and support capabilities, name recognition,

established relationships with telecommunications service providers and other resources than we
have. In addition, new competitors may enter as a result of shifts in technology, and these
competitors may included entrants from the telecommunications, computer software, computer
services, data networking and semiconductor industries.

We anticipate that competition will continue to intensify with the anticipated
convergence of voice and data networks. We may not be able to compete effectively against
existing or future competitors or to maintain or capture meaningful market share, and our
business could be harmed, if our competitors' solutions provide higher performance, offer
additional features and functionality or are more reliable or less expensive than our products.
Increased competition could force us to lower our prices or take other actions to differentiate our
products, which could adversely affect our operating results.

We depend on a limited number of custemers for a substantial portion of our
revenues, and the loss of ome or more of these customers could adversely affect our
operating results.

Historically, a limited number of customers has accounted for a significant percentage of
our Network Systems revenues in each fiscal quarter. Less than 10% of our customers accounted
for approximately 50% of our revenues in each of 2001 and 2002. We anticipate that our
operating results in any given period will continue to depend to a significant extent upon
revenues from a small number of customers. Reductions, delays or cancellations of orders from
one or more of our significant customers or the loss of one or more of our significant customers
in any period could have a material adverse effect on our operating results. In addition, the
telecommunications industry has recently experienced a consolidation of both U.S. and non-U.S.
companies. We also anticipate that the mix of our customers in each fiscal period will continue
to vary. In order to increase our revenues, we will need to attract additional significant
custemers on an ongoing basis. Cur failure to attract a sufficient number of such customers
during a particular period could adversely affect our revenues, profitability and cash flow.

If we fail to develop or introduce mew preducts in a timely fashion, our business wilk
suffer.

If we fail to develop or introduce on a timely basis new products or product
enhancements or features that achieve market acceptance, our business will suffer. The markets
for our Network Systems products are characterized by rapidly changing technology, frequent
new product introductions and enhancements, short product life cycles, changes in customer
requirements and evolving industry standards. Our success will depend to a significant extent
upon our ability to accurately anticipate the evclution of new products, technologies and market
trends and to enhance our existing products. It will also depend on our ability to timely develop
and introduce innovative new products and enhancements that gain market acceptance. Finally,
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sales of our Network Systems products depend in part on the continuing development and
deployment of emerging standards and our ability to offer new products and services that comply
with these standards. There can be no assurances that we will be successful in forecasting future
customer requirements or in selecting, developing, manufacturing and marketing new products
or enhancing our existing products on a timely or cost-effective basis. Moreover, we may
encounter technical problems in connection with our product development that could result in
the delayed introduction of new products or product enhancements. We may also focus on
technologies that do not function as expected or are not widely adopted. In addition, products or
technologies developed by others may render our products noncompetitive or obsolete and result
in a significant reduction in orders from our customers.

QOur preducts are complex and may have errors that are not detected unmtil
deployment, and litigation related to product liability claims could be expensive and could
negatively affect our profitability.

Products as highly complex as ours may contain undetected defects or errors when first
introduced or as new versions are released, and those defects or errors may not be detected until
deployment. Such defects or errors, particularly those that result in a failure of
telecommunications networks or our signaling or switching products, could harm our customer
relationships, business and reputation, and there can be no assurances that our products will not
have defects or errors. A product liability claim brought against us could result in costly,
protracted, highly disruptive and time consuming litigation, which would harm our business. In
addition, we may be subject to claims arising from our failure to properly service or maintain our
products or to adequately remedy defects in our products once such defects have been detected.
Although our agreements with our customers typically contain provisions designed to limit our
exposure to potential product liability claims, it is possible that these limitations may not be
effective under the laws of some jurisdictions, particularly since we have significant
international sales. Although we maintain product liability insurance, it may not be sufficient to
cover all claims to which we may be subject. The successful assertion against us of one or a
series of large uninsured claims would harm our business. Although we have not experienced
any significant product liability claims to date, our sale and support of products may entail the
risk of these types of claims and subject us to such claims in the future.

We are dependent on relationships with strategic partners and distributors and
other resellers.

We believe that our ability to compete successfully against other network systems
product manufacturers depends in part on distribution and marketing relationships with leading
communications equipment suppliers. If we cannot successfully enter these types of relationships
on favorable terms to us or maintain these relationships, our business may suffer.

In addition, we expect to increasingly rely on the deployment of our products with those
of other manufacturers, systems integrators and other resellers, both domestically and
internationally. To the extent our products are so incorporated, we depend on the timely and
successful development of those other products.

We may have difficulty in identifying and executing amy acquisitions, strategic
alliances and joint ventures.

Our growth is dependent on market growth, our ability to enhance existing products, our
ability to introduce new products on a timely basis and market acceptance of our existing and
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new products. Our growth strategy includes acquiring new products and technologies through
acquisitions, strategic alliances or joint ventures. Transactions such as these are inherently risky
because of the difficulties of integrating people, operations, technologies and products that may
arise. We may incur significant acquisition, administrative and other costs in connection with

these transactions, including costs related to integration of acquired businesses. There can be no
assurance that any of the businesses we may acquire can be successfully integrated, that they will
perform well once integrated or that they will not materially adversely affect our business,
operating results or financial condition. Acquisitions may also lead to potential write-downs due
to unforeseen business developments that may adversely affect our earnings.

Our compliance with telecommunications regulations and standards may be time
consuming, difficult and costly, and if we fail to comply, our product sales would decrease.

In order to maintain market acceptance, our products must continue to meet a significant
number of regulations and standards. In the United States, our products must comply with
various regulations defined by the Federal Communications Commission and Underwriters
Laboratories as well as standards established by Telcordia (formerly Bell Telecommunications
Research). Internationally, our products must comply with standards established by
telecommunications authorities in various countries as well as with recommendations of the
International Telecommunications Union. As these standards evolve and if new standards are
implemented, we will be required to modify our products or develop and support new versions of
our products, and this will increase our costs. The failure of our products to comply, or delays in
compliance, with the various existing and evolving industry standards could prevent or delay
introduction of our products, which could harm our business.

In order to penetrate our target markets, it is important that we ensure the interoperability
of our products with the operations, administration, maintenance and provisioning systems used
by our customers. To ensure this interoperability, we periodically submit our products to
technical audits. Our failure or delay in obtaining favorable technical audit results could
adversely affect our ability to sell products to some segments of the communications market.

Government regulatory policies are likely to continue to have a major impact on the
pricing of existing as well as new public network services and, therefore, are expected to affect
demand for such services and the communications products, including our products, which
support such services. Tariff rates, whether determined autonomously by carriers or in response
to regulatory directives, may affect cost effectiveness of deploying public network services.
Tariff policies are under continuous review and are subject to change. User uncertainty regarding
future policies may also affect demand for communications products, including our products. In
addition, the convergence of circuit and packet networks could be subject to governmental
regulation. Regulatory initiatives in this area could adversely affect our business.

We have significant international sales, and international markets have inherent
risks.

International sales are subject to inherent risks, including unexpected changes in
regulatory requirements and tariffs, difficulties in staffing and managing foreign operations and
distributors, longer payment cycles, greater difficulty in accounts receivable collection, political
or social unrest, economic instability and potentially adverse tax consequences. Doing business
overseas is generally more costly than doing business in the United States. We sell our products
worldwide through our direct sales forces, distributors and other resellers, wholly owned
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subsidiaries in the United Kingdom, Canada, France, Italy, Germany, Brazil and Singapore and a
representative office in China. International sales of our products (other than network diagnostics
products) accounted for 21% in 2000, 17% in 2001 and 18% in 2002. Our international sales are
to a limited extent denominated in local currencies while other international sales are U.S.
dollar-denominated. We expect that international sales will continue to account for a significant
portion of our revenues in future periods.

Our international sales and other activities subject us to the risks inherent in doing
business in foreign countries, including tariffs and duties, price controls, restrictions on foreign
currencies and trade barriers imposed by foreign countries, exchange rate fluctuations and
exchange controls, difficulties in staffing and managing international operations, political and
social unrest, nationalization of business and tax consequences. For example, exchange rate
fluctuations on foreign currency transactions and translations arising from international
operations may contribute to fluctuations in our business and operating results. Fluctuations in
exchange rates could also affect demand for our products. If, for any reason, exchange or price
controls or other restrictions in foreign countries are imposed, our business and operating results
could suffer. In addition, any inability to obtain local regulatory approvals in foreign markets on
a timely basis could harm our business.

In particular, if we are not able to manage our continuing expansion into Europe, Asia
Pacific and Latin America, our business may suffer. In addition, we are relatively unknown in
Asia Pacific and Latin America, and we may have difficulty establishing relationships; building
name recognition or penetrating these markets, which could adversely affect our performance in
these markets. Moreover, telecommunications networks outside of the United States generally
have a different structure, and our products may not be completely compatible with this different
structure. As a result, our products may not be competitive with those of our competitors.

Access to foreign markets is often difficult due to the established relationships between a
government-owned or controlled communications operating company and our traditional
indigenous suppliers of communications equipment. These foreign communications networks are
in many cases owned or strictly regulated by government. There can be no assurances that we
will be able to successfully penetrate these markets, particularly for our switching products.

Our loss of services of key personnel or failure to attract and retain additional key
personnel could adversely affect our business.

We depend to a significant extent upon the continuing services and contributions of our
senior management team and other key personnel, particularly Fred Lax, our Chief Executive
Officer and President, Lori Craven, our Vice President and General Manager, Network Systems
Division; and Debra May, our Vice President and General Manager, Contact Center Division.
We do not have long-term employment agreements or other arrangements with our employees
which would prevent them from leaving Tekelec. Our future success also depends upon our
ongoing ability to attract and retain highly skilled technical, sales and marketing personnel.
Even with the continuing economic downturn, competition for these employees remains intense.
Our business could suffer and it would be more difficult for us to meet our business plans and
key objectives, such as timely product introductions, if we were to lose any key personnel and
not be able to find appropriate replacements in a timely manner or if we were unable to recruit
and retain additional highly skilled personnel.
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There can be no assurances that our measures to protect our proprietary technelogy
and other intellectual property rights are adequate and if we fail to protect these rights,
our business would be harmed.

Our success depends to a significant degree on our proprietary technology and other
intellectual property. Although we regard ocur technology as proprietary, we have sought only
limited patent protection. We rely on a combination of patents, copyrights, trademarks, trade

secrets, confidentiality agreements and contractual restrictions to establish and protect our
proprietary rights. These measures, however, afford only limited protection and may not provide
us with any competitive advantage or prevent third parties from misappropriating our technology
or other intellectual property. In addition, the laws of certain foreign countries do not protect our
proprietary rights to the same extent as do the laws of the United States, which makes
misappropriation of our technology and other intellectual property more likely. It is possible that
others will independently develop similar products or design around our patents and other
proprietary rights. If we fail to successfully enforce or defend our intellectual property rights or
if we fail to detect misappropriation of our proprietary rights, our ability to effectively compete
could be seriously impaired which would limit our future revenues and harm our prospects.

Our pending patent and trademark registration applicaticns may not be allowed, and our
competitors may challenge the validity or scope of our patent or trademark registration
applications. If we do not receive the patents or trademark registrations we seek, or if other
problems arise with our intellectual property, our competitiveness could be significantly
impaired and the Company's business and prospects may suffer. In addition, we from time to
time face challenges to the validity or enforceability of cur proprietary rights and litigation may
be necessary to enforce and protect our rights, to determine the validity and scope of our
proprietary rights and the rights of others, or to defend against claims of infringement or
invalidity. Any such litigation would be expensive and time consuming, would divert the
attention of our management and key personnel from business operations and would likely harm

~ our business and operating results.

Because we are subject to third parties’ claims that we are infringing their
intellectual property and may become subject to additional such claims in the future, we
may be prevented from selling certain products and we may incur significant expenses in
resolving these claims.

We receive from time to time claims of infringement from third parties or we otherwise
become aware of relevant patents or other intellectual property rights of third parties that may
lead to disputes and litigation. Any claims made against us regarding patents cr other
intellectual property rights could be expensive and time consuming to resolve or defend and
could have a material adverse effect on cur business. In addition, any such claims would divert
the attention of our management and key personnel from our business operations. A successful
claim by a third party may require us to modify or cease marketing our products, develop new
technologies or products, enter into costly royalty or license agreements with respect to the
proprietary rights that are the subject of the infringement claim or refund to our customers all or
a portion of the amounts they have paid for infringing products. If such claims are asserted, there
can be no assurances that we would prevail or be able to acquire any necessary licenses on
acceptable terms, if at all. In addition, we may be requested to defend and indemnify certain of
our customers and resellers against claims that our products infringe the proprietary rights of
others. We may also be subject to potentially significant damages or injunctions against the sale
of certain products or use of certain technologies, and there can be no assurances that any such
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litigation can be avoided or successfully concluded. There can be no assurances that our
technologies or products do not infringe on the proprietary rights of third parties or that such
parties will not initiate infringement actions against us.

We rely on third parties to provide many of our subsystems and components. If we
are unable to obtain our subsystems and components from these parties at reasenable
prices or om a timely basis, we may not be able to obtain substitute subsystems or
components on terms that are as favorable.

Certain of our products contain subsystems or components acquired from third parties.
These products are often available only from a limited number of manufacturers. In the event
that a product becomes unavailable from a current third party vendor, second sourcing would be
required. This sourcing may not be available on reasonable terms, if at all, and could delay
customer deliveries, which could adversely affect our business.

We are exposed to the credit risk of some of our customers and to credit exposures
in weakened markets.

We are vulnerable to downturns in the economy and the telecommunications industry and
to adverse changes in our customers' businesses. Due to the current slowdown in the economy in
general and the continuing weakness in the telecommunications market in particular, the credit
risks relating to our customers have increased. Although we have programs in place to monitor
and mitigate the associated risks, there can be no assurance that such programs will be effective
in reducing our credit risks. We also continue to monitor credit exposure from weakened
financial conditions in certain geographic regions, and the impact that such conditions may have
on the worldwide economy. We have experienced losses due to customers' failing to meet their
obligations. Although these losses have not been significant, future losses, if incurred, could
harm our business and have a material adverse effect on our operating results and financial
condition.

Substantial future sales of our Commen Stock or sales by our directors and officers
in the public market may depress our stock price.

Sales of a substantial number of shares of our Common Stock in the future could cause
our stock price to fall. All of our directors and executive officers own or have options to acquire
shares of our Common Stock and sales by these individuals could be perceived negatively by
investors and could cause the market price of our Common Stock to drop.

Our shareholder rights plan may make it more difficult for a third party to acquire
us, despite the possible benefits to our shareholders.

Our shareholder rights plan may have the effect of delaying, deferring or preventing a
change in control of the Company despite possible benefits to our shareholders, may discourage
bids at a premium over the market price of our Common Stock and may harm the market price of
our Common Stock.

Our stock price may be volatile.

The market price for our Common Stock has experienced price volatility and may
continue to be volatile and subject to fluctuations in response to factors including those set forth
in this offering memorandum. The stock markets in general, and The Nasdaq Stock Market and
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technology and telecommunications companies in particular, have experienced extreme price and
volume fluctuations that have often been unrelated or disproportionate to companies’ operating
performances. These broad market and industry factors, as well as general economic and
political conditions, may materially adversely impact the market price of our Common Stock in
the future, regardless of our actual operating performance.

Item 2. PROPERTIES.
Our executive offices and principal manufacturing operations are located in Calabasas,

California in facilities consisting of approximately 77,000 square feet. We lease the facility
under a lease expiring in November 2004, subject to a five-year renewal option.

We also occupy a 155,000 square-foot facility in Morrisville, North Carclina under a
lease expiring in November 2009. This facility is used primarily for engineering, product
development, customer support and regional sales activities for our network systems products. In
July 2000, we agreed to lease an additional 161,000 square-foot facility in Morrisville, North
Carolina. As a result of the NDD divestiture, this building is not currently fully occupied. We are
evaluating several alternatives with respect to this building.

Our IEX subsidiary leases a facility consisting of approximately 95,000 square feet in
Richardson, Texas under a lease expiring in February 2013. The IEX facility is used for
engineering, product development, customer support, and general administrative and sales
activities for certain of our network systems products and our contact center products.

We also have nine regional sales offices occupying an aggregate of approximately 9,000
square feet under leases expiring between 2003 and 2005 in San Diego, California; Englewood,
Colorado; Lombard, Illinois; Irving, Texas; Sunset Hills, Virginia, Amsterdam, the Netherlands
Beijing, China; Sao Paulo, Brazil; and Singapore.

Cur subsidiary in the United Kingdom occupies approximately 185,000 square feet in
Egham under a lease expiring in March 2016.

We believe that our existing facilities will be adequate to meet our needs at least through
2004, and that we will be able to obtain additional space when, where and as needed on
acceptable terms.

Item 3. LEGAL PROCEEDINGS.

Alcatel USA, Inc. and Alcatel USA Sourcing, L.P. vs Tekelec

In August 2000, Alcatel USA, Inc. and Alcatel USA Sourcing, L.P. (collectively, "Alcatel")
filed a complaint against Tekelec in the United States District Court for the Eastern District of
Texas, Sherman Division. The complaint alleges that Tekelec makes and sells products that
infringe two patents owned by Alcatel Sourcing. The patents at issue relate to a system and
method for application location register routing in a telecommunications network. Alcatel's
allegations relate to three particular software applications offered by Tekelec as a feature on its
EAGLE STP for routing query messages in wireless networks. Alcatel seeks a permanent
injunction enjoining Tekelec from infringing the patents at issue, unspecified general and
exemplary damages, and an award of costs.
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In September 2000, Tekelec filed an answer and counterclaim to Alcatel's complaint
denying Alcatel's claims of infringement and raising several affirmative defenses. Tekelec has
also asserted several counterclaims against Alcatel seeking declaratory relief that Tekelec has
not infringed the Alcatel patents and that such patents are invalid and unenforceable. Tekelec
believes that it has strong defenses to Alcatel's claims on the grounds of invalidity,
noninfringement and inequitable conduct by Alcatel, and is defending the action vigorously.

A trial date was originally scheduled for June 2002. In April 2002, Tekelec filed a motion
for summary judgment for non-infringement and Alcatel filed a motion for summary judgment
for infringement. The Court referred both motions to the Magistrate Judge for consideration.
After a hearing on both motions before the Magistrate Judge in May 2002, the Magistrate Judge
issued a report and recommendation of non-infringement in favor of Tekelec. The Court
subsequently entered an order rescinding the June 2002 trial setting and all remaining deadlines,
indicating that after the Court has ruled on the Magistrate Judge's report and recommendation,
the Court will enter such orders as are deemed appropriate for the final disposition of the case.
The Court has not yet ruled on the Magistrate Judge's report and recommendation.

IEX Corporation vs. Blue Pumpkin Software, Inc.

In January 2001, IEX Corporation, a wholly owned subsidiary of Tekelec (“IEX”), filed
suit against Blue Pumpkin Software, Inc., in the United States District Court for the Eastern
District of Texas, Sherman Division. In its complaint, IEX asserts that certain of Blue
Pumpkin’s products and services infringe United States Patent No. 6,044,355 held by IEX. In
the suit, IEX seeks damages and an injunction prohibiting Blue Pumpkin’s further infringement
of the patent. In February 2001, Blue Pumpkin responded to IEX’s suit denying that Blue
Pumpkin infringes IEX’s patent and asserting that such patent is invalid. Discovery in the case
closed in December 2002, although a few depositions have yet to be completed. The parties are
scheduled to file motions for summary judgment by the end of March 2003, and the case is set
for trial in June 2003. Tekelec currently believes that the ultimate outcome of the lawsuit will not
have a material adverse effect on its financial position, results of operations or cash flows.

Lemelson Medical, Education and Research Foundation, Limited Partnership vs. Tekelec

In March 2002, the Lemelson Medical, Education & Research Foundation, Limited
Partnership (“Lemelson”) filed a complaint against thirty defendants, including Tekelec, in the
United States District Court for the District of Arizona. The complaint alleges that all defendants
make, offer for sale, sell, import, or have imported products that infringe eighteen patents
assigned to Lemelson, and the complaint also alleges that the defendants use processes that
infringe the same patents. The patents at issue relate to computer image analysis technology and
automatic identification technology. Lemelson has not identified the specific Tekelec products or
processes that allegedly infringe the patents at issue, and Tekelec is currently investigating
which products and/or processes might be subject to the lawsuit. Several other Arizona lawsuits
involving the same patents have been stayed pending a non-appealable resolution of a lawsuit
involving the same patents in the United States District Court for the District of Nevada. Tekelec
believes that the same stay may apply to this lawsuit as well. Tekelec currently believes that the
ultimate outcome of the lawsuit will not have a material adverse effect on its financial position,
results of operations or cash flows.

In January 2002, Syndia Corporation ("Syndia") sent a letter to Tekelec accusing Tekelec
of infringing two patents and offering to license these and other patents to Tekelec. The patents
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at issue relate to integrated circuit technology. Syndia has not identified the specific Tekelec
products or processes that allegedly infringe the patents at issue, and Tekelec is currently
investigating which products and/or processes might be subject to Syndia's claims.

From time to time, various claims and litigation are asserted or commenced against us
arising from or related to contractual matters, intellectual property matters, product warranties
and personnel and employment disputes. As to such claims and litigation, including those
matters discussed above, we can give no assurance that we will prevail. While we currently do
not believe that the ultimate cutcome of these matters, individually or in the aggregate, will have
a material adverse effect on our business or consolidated financial position, litigation is subject
to inherent uncertainties. An unfavorable outcome in any of these matters could have a material
adverse effect on our business or our consolidated financial position, results of operations or
cash flows in the quarter or annual period in which one or more of these matters are resolved.

Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.

Inapplicable




Item 5. MARKET FOR REGISTRANT'S COMMON EQUITY AND RELATED
STOCKHOLDER MATTERS.

Our Common Stock is traded on The Nasdaq Stock Market under the symbol TKLC. The
following table sets forth the range of high and low closing sales prices for the Common Stock for
the periods indicated. As of March 17, 2003, there were 251 record shareholders of Tekelec
Common Stock. This number does not include shareholders for whom shares are held in “nominee”
or “street name.”

High Low

2001
FIrst QUATLET......cuveivrceeeenvereiecsessenec e nsesesae st renesens $ 30.50 $ 16.88
Second QUArter.........coecccrieirncrcrrinnenc e 35.56 16.13
Third QUAITET .....cucevveerc et s enenen e 26.35 11.79
Fourth QUAarter ..o e srssnannns 21.56 12.06

2002
First Quarter............cccoooovivvieeiieiee e $ 2020 $ 11.18
Second QUATTEr............ccoovevivvive e 12.10 8.03
Third QUarter..........cocoevevivecneienrcerecner e enereneans 12.00 6.27
Fourth Quarter...........cccooevevevin e 10.58 7.92

We have never paid a cash dividend on our Common Stock. It is our present policy to retain
earnings to finance the growth and development of our business and, therefore, we do not
anticipate paying cash dividends on our Common Stock in the foreseeable future.

On November 2, 1999, we issued $135,000,000 principal amount at maturity of our 3.25%
Convertible Subordinated Discount Notes due 2004 in a private placement and without registration
in reliance on Section 4(2) of the Securities Act of 1933, as amended (the “Securities Act”). The
issuance price of the notes was 85.35% of the principal amount at maturity, and the total gross
proceeds to us were $115,227,900 before discounts and expenses. The notes are convertible into
our Common Stock at any time on or after January 31, 2000, unless previously redeemed or
otherwise repurchased by us. The conversion rate of the notes is 56.3393 shares of Common Stock
per $1,000 principal amount at maturity, subject to adjustment in certain events. We sold the notes
to Deutsche Bank Securities Inc. and Warburg Dillon Read LLC as the initial purchasers, and the
initial purchasers have advised us that they resold the notes only to “Qualified Institutional Buyers”
(as defined in Rule 144A under the Securities Act) in compliance with Rule 144A and, outside of
the United States, to investors that were not “United States persons” as defined in Rule 902 of
Regulation S under the Securities Act. In February 2000, we registered for resale the notes and the
shares of Common Stock issuable upon conversion thereof under the Securities Act of 1933. The
notes became callable in November, 2002. In February 2003, we deregistered for resale the notes
and the shares of Common Stock issuable upon conversion thereof.

The equity compensation plan information required to be provided in the Annual Report on
Form 10-K is incorporated by reference to the section of our definitive Proxy Statement for the
Annual Meeting of Shareholders to be held on May 8, 2003, entitled “Executive Compensation and
Other Information - - Equity Compensation Plan Information,” to be filed with the Commission.
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ftem 6. SELECTED FINANCIAL DATA.

The statement of operations data included in the selected consolidated financial data set
forth below for the years ended December 31, 2002, 2001 and 2000 and the balance sheet data set
forth below at December 31, 2002 and 2001 are derived from, and are qualified in their entirety by
reference to, our audited consolidated financial statements and notes thereto included in this
Annual Report on Form 10-K. The statement of operations data set forth below for the years ended
December 31, 1999 and 1998 and the balance sheet data set forth below at December 31, 2000,

1999 and 1998 are derived from our audited consolidated financial statements, which are not
included herein. The statement of operations data set forth below are adjusted to reflect the sale of
our Network Diagnostics Division (“NDD”) in August 2002 which was accounted for as a
discontinued operation. Accordingly, the historical statement of operations data for periods prior to
the sale have been revised to reflect NDD as a discontinued operation.

Five-Year Selected Financial Data

For the Years Ended December 31, 2002 2001 2000 1999 1998
(thousands, except per share data)

Statement of Operations Data:

REVENUES ...ttt $ 260,341 $ 249369 $ 252,327 $§ 169,875 § 121,897
Income (Loss) from continuing operations
before provision for income taxes................. 24,054 (488) 21,754 2,702 44,886
Income (Loss) from continuing operations ..... 15,914 (6,610) 6,228 (4,482) 32,277
Income (Loss) from discontinued operation,
net of INCOME taXES...oovevvreeverrerreverereerreeenens (3,308) (289) 6,668 4,926 6,932
Gain on sale of discontinued operation, net
Of INCOME tAXES wvevvvieeerereee e 28,312 - - - -
Net income (0SS} ..vevcerveverirereenerereiee e 40,918 (6,899) 12,896 444 39,209
Earnings (Loss) per share from continuing
operations:
BaSiC.ueieieiririeeensrei st $ 026 $ (0.11) § 011 § (0.08) $ 0.60
Diluted....cveeiiceieiccrce e 0.26 (0.11) 0.10 (0.08) 0.55
Earnings (Loss) per share from
discontinued
operation: .
BaSiC....ccniinieeneeet e $ ©esy $ (001 $ 011 § 0.09 § 0.13
Diluted...c.ociveeinninienereneeenecenne (0.05) (0.01) 0.10 0.09 0.12

BaSiCu..vuouieeeeceieeeret ettt $ 0.47 $ - 5 - 8 - 5 -
Diluted.....coocvivieiiecie e, 0.46 -- -- - --
Earnings (Loss) per share:
BasiC....oocoovrirerrreneas ettt eteeres $ 068 $ (0.12) S 022 $ 001 § 0.73
Diluted. ..o 0.67 (0.12) 0.20 0.01 0.67
Weighted average number of shares
outstanding:
BaSICu.ecvoveeririireerinreriereeserrere e e ansenenas 60,358 59,574 57,823 54,931 53,518
Diluted.....ocoviiieeine e 61,386 59,574 64,123 58,690 58,708
Balance Sheet Data (at December 31):
Cash and liquid investments..........ccoeevvererenen. $ 309,830 $ 225956 $ 151,308 $ 92,977 $§ 101,853
Working capital.......cccovvverrecrrrerineieninineninnns 187,912 185,168 218,935 127,702 108,762
TOtal @SSEIS...voeeiiriieeiereree et eer e 525,683 484,404 458,524 394,434 210,210
Long-term Habilities..c..c.oevveeeriecrereeniiriereneen, 145,098 137,929 136,050 137,552 2,252
Shareholders’ eqUity........cccoceerrivrrecrenniirereenn, 302,007 248,822 237,597 176,595 165,777
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Item 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS.

The following discussion should be read in conjunction with, and is qualified in its
entirety by, the consolidated financial statements and the notes thereto included in this Annual
Report on Form 10-K. Historical results and percentage relationships among any amounts in the
financial statements are not necessarily indicative of trends in operating results for any future
periods.

OVERVIEW

On August 30, 2002, we completed the sale of our Network Diagnostics Division
("NDD") to Catapult Communications Corporation ("Catapult") for $59.8 million, consisting of
$42.5 million in cash and convertible subordinated promissory notes issued by Catapult's wholly
owned Irish subsidiary and guaranteed by Catapult in the total amount of $17.3 million, subject
to certain adjustments. The sale of NDD resulted in a pre-tax gain of approximately $41.7
million ($28.3 million after income taxes) and was accounted for as a discontinued operation in
accordance with SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived
Assets.” Accordingly our historical financial results have been revised to reflect NDD as a
discontinued operation.

Our product offerings are currently organized into two distinct product lines: network
systems and contact center.

Network Systems. Our network systems product line consists principally of the Eagle 5
SAS and products, features and applications based on the Eagle platform, including TekWare
and TekServer, the IP” Secure Gateway and our local number portability solution, Sentinel, ASi
4000 Service Control Point, VXi Media Gateway Controller and other convergence products.

Contact Center. Our IEX contact center products provide planning, management and call
routing and control tools for single contact centers and for complex, multiple site contact center
environments. This product line includes the TotalView Workforce Management and TotalNet
Call Routing solutions.

Critical Accounting Policies and Estimates

Management’s Discussion and Analysis of Financial Condition and Results of Operations
are based upon our consolidated financial statements, which have been prepared in accordance
with accounting principles generally accepted in the United States. The preparation of these
financial statements requires making estimates and judgments that affect the reported amounts of
assets, liabilities, revenues and expenses, and related disclosure of contingent assets and
liabilities. On an on-going basis, estimates are evaluated, including those related to revenue
recognition, allowance for doubtful accounts, inventories, investments, deferred taxes, notes
receivable, impairment of long-lived assets, product warranty, and contingencies and litigation.
These estimates are based on historical experience and on various other assumptions that are
believed to be reasonable under the circumstances, the results of which form the basis for
making judgments about the carrying values of assets and liabilities that are not readily apparent
from other sources. Actual results may differ from these estimates.
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We apply the following critical accounting policies in the preparation of our consolidated
financial statements:

Revenue Recognition Policy. Revenues are derived from sales of network systems products
and contact center products. Revenues are recognized upon the transfer of title, generally at
the time of shipment to the customer’s final site and satisfaction of related Company
obligations, if any, provided that persuasive evidence of an arrangement exists, the fee is
fixed and determinable and collectability is deemed probable. For certain products, our
sales arrangements include acceptance provisions which are based on our published
specifications and are accounted for as warranty, provided that we have previously
demonstrated that the product meets the specified criteria and has established a history with
substantially similar transactions. Revenue is deferred for sales arrangements that include
customer-specific acceptance provisions where we are unable to reliably demonstrate that
the delivered product meets all of the specified criteria until customer acceptance is
obtained. Revenues associated with multiple-element arrangements are allocated to each
element based on vendor specific objective evidence of fair value. Revenues associated
with installation services, if provided, are deferred based on the fair value of such services
and are recognized upon completion. Revenue is recognized for maintenance agreements
ratably over the contract term. Significant management judgments and estimates must be
made and used in connection with the revenue recognized in any accounting period.
Material differences may result in the amount and timing of our revenue for any period if
management made different judgments or utilized different estimates.

Allowance for Doubtful Accounts. An allowance for doubtful accounts is maintained for
estimated losses resulting from the inability of our customers to make required payments. If
the financial condition of our customers were to deteriorate, resulting in an impairment of
their ability to make payments, additional allowances may be required.

Inventories. Inventory levels are based on projections of future demand and market
conditions. Any sudden decline in demand and/or rapid product improvements and
technological changes can result in excess and/or obsolete inventories. On an ongoing basis
inventories are reviewed and written down for estimated obsolescence or unmarketable
inventories equal to the difference between the costs of inventories and the estimated net
realizable value based upon forecasts for future demand and market conditions. If actual
market conditions are less favorable than our forecasts, additional inventory reserves may
be required. Estimates could be influenced by sudden decline in demand due to economic
downturn, rapid product improvements and technological changes.

Investments. An impairment charge is recorded when an asset has experienced a decline in
value that is other than temporary. Future adverse changes in market conditions or poor
operating results of underlying investments could result in losses or an inability to recover
the carrying value of the investments that may not be reflected in an investment’s current
carrying value, thereby possibly requiring an impairment charge in the future.

Deferred Taxes. A valuation allowance is recorded to reduce deferred tax assets to the
amount that is more likely than not to be realized. We have evaluated our deferred tax
assets and liabilities and we have determined that no valuation allowance is necessary.
Should it be determined that we would not be able to realize all or part of the net deferred
tax asset in the future, an adjustment to the deferred tax asset would reduce income in the
period such determination was made.
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Notes Receivable. The Notes are reflected in the balance sheet at their estimated fair value
determined by a third party appraisal which computed the fair value by discounting the face
value amount to present value using a fair value rate of interest and then determining the
fair value of the conversion option using the Black-Scholes valuation model. The fair value
of the notes is being adjusted for the amortization to the redemption amount at maturity.
See Note B — Disposition of Network Diagnostics Business.

Goodwill, Intangible Assets and Other Long-Lived Assets. Effective January 1, 2002, we
adopted the provisions of Statement of Financial Accounting Standards (“SFAS™) No. 142,
“Goodwill and Other Intangible Assets.” SFAS No. 142 eliminated the amortization of
goodwill. Instead, goodwill is reviewed for impairment upon adoption and at least
annually thereafter. In connection with the initial impairment tests, we obtained valuations
of our individual reporting units from an independent third-party valuation firm. The
valuation methodologies included, but were not limited to, estimated net present value of
the projected cash flows of these reporting units. As a result of these initial impairment
tests, we determined that there was no goodwill impairment. If actual results are
substantially lower than our projections underlying these valuations, or if market discount
rates increase, this could adversely affect our future valuations and result in additional
future impairment charges.

We assess potential impairment of our goodwill, intangible assets and other long-lived assets
when there is evidence that recent events or changes in circumstances have made recovery of
an asset’s carrying value unlikely and at least annually for goodwill. The amount of an
impairment loss would be recognized as the excess of the asset’s carrying value over its fair
value. Factors we consider important, which may cause an impairment include: significant
changes in the manner of use of the acquired asset, negative industry or economic trends, and
significant underperformance relative to historical or projected future operating results.

Product Warranty. Our warranty obligation is affected by product failure rates, material
usage and service delivery costs incurred in correcting product failures. Should actual
product failure rates, material usage or service delivery costs differ from our estimates,
revisions to the estimated warranty liability would be required. We generally warrant our
products against defects in materials and workmanship for one year after sale and provide
for estimated future warranty costs at the time revenue is recognized.

Commitments and Contingencies. We evaluate contingent liabilities including threatened
or pending litigation in accordance with SFAS No. 5, “Accounting for Contingencies” and
record accruals when the outcome of these matters is deemed probable and the liability is
reasonably estimable. We make these assessments based on the facts and circumstances
and in some instances based in part on the advice of outside legal counsel.
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RESULTS OF OPERATIONS

The following table sets forth, for the periods indicated, the percentages that statement of
operations items bear to total revenues:

Percentage of Revenues
For the Years Ended December 31,
2002 2001 2000

Revenues 160.0% 100.0% 100.0%
Cost of goods sold 25.6 30.7 32.9
Amortization of purchased technology 3.9 4.1 4.0

Gross Profit 70.5 65.2 63.1
Research and development 22.9 21.9 16.7
Selling, general and administrative 36.9 347 28.6
Amortization of goodwill and other intangibles 0.6 8.7 8.7

Income (Loss) from operations i6.1 0.1 9.1
Interest and other expense, net .9 0.1) 0.9

Income (Loss) from continuing operations before

provision for income taxes 8.2 (0.2) 8.7
Provision for income taxes 3.1 2.5 6.2
Income (Loss) from continuing operations 6.1 2.7 2.5

Income (Loss) from discontinued operation, net of

income taxes (1.3) 0.1) 2.6

Gain on sale from discontinued operation, net of income 10.9

Net income (loss) 15.7% (2.8)% 5.1%

The following table sets forth, for the periods indicated, the revenues by principal
product line as a percentage of total revenues:

Percentage of Revenues
For the Years Ended December 31,

2002 2001 2000

Network SYSteImS .c.covvviiicieincirrinc e 85% - 85% 87%
CONLACT CONMLET ... cvvecvririerreiresterere et errereesrere e sreeesresaesreesnes i5 15 13

TOLAL oottt st st e e r e e 100% 100% 100%

The following table sets forth, for the periods indicated, the revenues by geographic
territory as a percentage of total revenues:

Percentage of Revenues
For the Years Ended December 31,

2002 2001 2000

NOTth AMEIICA. c.iiveveiierie ettt b e e siare e e 82% 83% 79%
BUTOPE ...t 1§ 4 10
RESE Of WOTId . occuveiviecieicie et 8 13 11

TOAL evevie ettt ettt e srne et 100% 100% 100%

2002 Compared with 2001

Revenues. Our revenues increased by $11 millien, or 4%, during 2002 due primarily to
higher sales of network systems products and services.
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Revenues from network systems products increased by $10.4 million, or 5%, due
primarily to higher sales of Eagle STP products and secondarily to higher sales of Sentinel
products.

Revenues from contact center products increased by $618,000, or 2%, primarily as a
result of increased sales of the Total View product.

Revenues in North America increased by $6.9 million, or 3%, due primarily to increased
sales of Sentinel and Eagle services. Revenues in Europe increased by $16.3 million, or 164%,
due primarily to stronger sales of Eagle STP products. Rest of world revenues decreased by
$12.2 million or 39% due primarily to lower sales of Eagle STP products.

We believe that our future revenue growth depends in large part upon a number of
factors, including the continued market acceptance, both domestically and internationally, of our
products, particularly the Eagle products and related applications as well as our suite of products
for converged circuit and packet networks, including the TP’ Secure Gateway and VXi Media
Gateway Controller network systems products.

Gross Profit. Gross profit as a percentage of revenues increased to 70.5% in 2002
compared with 65.2% in 2001. The increase in gross margins was due primarily to a higher
proportion of sales of Eagie STP upgrades and extensions and service agreements, which
typically carry higher margins. Changes in the following factors, among others, may affect gross
profit: product and distribution channel mix; competition; customer discounts; supply and
demand conditions in the electronic components industry; internal manufacturing capabilities
and efficiencies; foreign currency fluctuations; and general economic conditions.

Research and Development. Research and development expenses increased overall by
$5.3 million, or 9.7%, and increased slightly as a percentage of revenues to 22.9% in 2002 from
21.9% in 2001. The dollar increase was due primarily to an increase in variable compensation
expense.

We intend to continue to make substantial investments in product and technology
development and we believe that our future success depends in a large part upon our ability to
continue to enhance existing products and to develop or acquire new products that maintain our
technological competitiveness.

Selling, General and Administrative Expenses. Selling, general and administrative
expenses increased by $9.4 million, or 11%, and increased as a percentage of revenues to 36.9%
in 2002 from 34.7% in 2001. The dollar increase was due primarily to an increase in
compensation costs, including a $5.9 million charge for the accrual of retirement benefits for our
former Chief Executive Officer who retired in February 2003, comprised of a $5.3 million non-
cash stock-based compensation charge for the modification of certain stock option awards to
allow for the extension of the exercise period upon qualified retirement from 90 days to the
remaining contracted term of the options, a $300,000 one-time cash severance payment and
$304,000 for post-retirement health benefits.

Amortization of Goodwill and Other Intangible Assets. Amortization of goodwill and
intangible assets in 2002 decreased by $20.0 million to $1.6 million. This decrease was due to
the adoption of SFAS No. 142 on January 1, 2002, which no longer permits the amortization of
acquisition-related goodwill.
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Interest and Other Income (Expense), net. Interest expense increased by $246,000, or
2.7%, in 2002 compared to 2001. Interest income decreased $2.2 million, or 24.7%, due to lower
interest rates in 2002 compared to 2001.

Provision for Income Taxes. Provisions for income taxes for 2002 and 2001 were $8.1
million and $6.1 million, respectively, and reflected the effect of non-deductible acquisition-
related costs and amortization, partially offset by a benefit of $4.2 million and $4.6 million,
respectively, from the utilization of deferred tax liabilities related to certain of these acquisition-
related costs. Excluding the effect of acquisition-related items, our effective tax rate was 35% in
2002 and 2001 and represented federal, state and foreign taxes on our income, reduced primarily
by research and development credits, foreign tax credits and other benefits from foreign sourced
income. We expect that our effective tax rate, excluding the effect of acquisition-related items,
will remain relatively consistent with and within the range of the effective tax rates in prior
years. Changes in the tax rate can be affected by changes in the mix of international sales and
changes in the amount of the research and development credits.

Loss from Discontinued Operation. Loss from our discontinued operation increased to
$3.3 million for 2002 compared to a loss from discontinued operation of $289,000 for 2001. The
increased loss was a result of reduced sales and operating results for our Network Diagnostics
Division sold in August of 2002.

Gain on Disposal of Discontinued Operation. Gain on disposal of our discontinued
operation represents the gain recognized, net of income taxes, on the sale of the Network
Diagnostics Division sold in August 2002 as discussed above in the "Overview" section. This
gain is subject to future adjustment depending on the final resolution of certain contingencies
under the asset purchase agreement.

2001 Compared with 2060

Revenues. Our revenues decreased by $3.0 million, or 1%, during 2001 due primarily to
lower sales of network systems products and services partially offset by higher sales of contact
center products.

Revenues from network systems products decreased by $8.8 million, or 4%, due
primarily to lower sales of our IP and Sentinel products partially offset by higher sales of Eagle
STP and local number portability products.

Revenues from contact center products increased by $5.9 million, or 18%, due primarily
to increased sales of the TotalView product and secondarily to higher sales of TotalNet product.

Revenues in North America increased by $8.3 million, or 4%, due primarily to higher
sales of Eagle STP products. Revenues in Europe decreased by $14.6 million, or 59%, due to
lower sales of our IP’ product. Rest of world revenues increased by $3.3 million, or 12%, due to
higher contact center sales.

Gross Profit. Gross profit as a percentage of revenues increased to 65.2% in 2001
compared with 63.1% in 2000. The increase in gross margin was primarily due to our recording
a non-recurring charge of $2.9 million to write-down inventory related to the IEX network switch
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product line in 2000. Excluding the write-down of inventory in 2000, gross profit as a percentage
of sales increased slightly to 65.2% in 2001 compared to 64.2% in 2000.

Research and Development. Research and development expenses increased overall by
$12.3 million, or 29%, and increased as a percentage of revenues to 21.9% in 2001 from 16.7%
in 2000. The increase was attributable principally to increased expenses incurred in connection
with the hiring of additional personnel for product development and enhancements for network
systems, primarily related to the development of products to address the Internet Protocol
("IP")/Signaling System #7 ("SS7") and media gateway controller, or "softswitch" markets.

Selling, General and Administrative. Selling, general and administrative expenses
increased by $14.4 million, or 20%, and increased as a percentage of revenues to 34.7% in 2001
from 28.6% in 2000. The dollar increase was primarily due to increased personnel and
infrastructure-related expenses incurred to support our installed base and an increase in the
allowance for doubtful accounts. Charges to the allowance for doubtful accounts amounted to
$4.4 million in 2001 compared to $2.2 million in 2000. Selling, general and administrative
expenses also included a charge of $750,000 in connection with the settlement of a legal dispute
in 2000.

Amortization of Gooawill and Other Intangibles. Amortization of goodwill and other
intangible assets decreased by $256,000, and remained the same as a percentage of revenue at
8.7%.

Interest and Other Income (Expense), net. Interest expense was $9.0 million in 2001,
compared to $8.7 million in 2000. Interest income increased by $828,000 in 2001, or 10%, due
to higher invested cash balances in 2001 compared to 2000, partially offset by lower interest
rates.

Income Taxes. The income tax provision for 2001 was $6.1 million and reflected the
effect of non-deductible acquisition-related costs, partially offset by a benefit of $4.6 million
from the utilization of deferred tax liabilities related to certain of these acquisition-related costs.
Excluding the effect of these acquisition-related items, our effective tax rate was 35% and
represented federal, state and foreign taxes on our income, reduced primarily by research and
development and foreign tax credits, compared to an effective tax rate of 35% for 2000.

Income (Loss) from Discontinued Operation. Loss from discontinued operation was
$289,000 for the year ended December 31, 2001, compared to income of $6.7 million for the
corresponding period in 2000. The reduction in net income was a result of reduced sales and
operating results for the Network Diagnostics Division sold in August 2002.

Liquidity and Capital Resources

During 2002, cash and cash equivalents increased by $80.1 to $167.3 million, including
net proceeds of $37.9 million from the sale of NDD. Operating activities, net of the effects of
exchange rate changes on cash, provided $46.5 million. Financing activities, which represented
proceeds from the issuance of common stock upon the exercise of options provided $3.9 million.
Investing activities provided $27.7 million and was comprised primarily of the proceeds from the
sale of NDD, partially offset by $3.7 million of net purchases of short-term and long-term
investments and $5.5 million for capital expenditures.
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Cash flows from operating activities were comprised mainly of net income adjusted for
the gain on the sale of our Network Diagnostics Division, depreciation and amortization, and a
decrease in deferred revenue. Deferred revenue decreased by 30% during 2002 due primarily to
an increase in revenue recognized for transactions that completed acceptance or delivery
requirements.

Net capital expenditures of $5.5 million during 2002 represented the planned addition of
equipment principally for research and development and manufacturing operations.

We have a $20.0 million line of credit with a U.S. bank. OQur $20.0 million credit facility
is collateralized by substantially all of our assets, bears interest at or, in some cases, below the
lender’s prime rate (4.25% at December 31, 2002), and expires on August 31, 2004, if not
renewed. Under the terms of this facility, we are required to maintain certain financial ratios and
meet certain net worth and indebtedness covenants. We believe we are in compliance with these
requirements. There have been no borrowings under this credit facility.

In November 1999, we completed the private placement of $135.0 million principal
amount at maturity of 3.25% convertible subordinated discount notes due in 2004, issued at
85.35% of their face amount (equivalent to gross proceeds of approximately $115.2 million at
issuance before discounts and expenses). These notes became callable in November, 2002.

We believe that existing working capital, funds generated through operations, and its
current bank credit facility will be sufficient to satisfy operating requirements for at least the
next twelve months. Nonetheless, we may seek additional sources of capital as necessary or
appropriate to fund acquisitions or to otherwise finance our growth or operations; however, there
can be no assurance that such funds, if needed, will be available on favorable terms, if at all.

Future payments due under debt and lease obligations as of December 31, 2002 (in thousands):

3.25% ‘Non
Convertible Cancelable
Subordinated Operating
Notes due FLeases Total
2004 @ ‘
2003 $ -- $ 7,620 $ 7,620
2004 135,000 7,190 142,190
2005 -- 6,051 6,051
2006 -- 6,173 6,173
2007 - 6,325 6,325
2008 and thereafter - 22,932 22,932
$ 135,000 h) 56,291 $ 191,291

M We will make interest payments of $4.4 million in both 2003 and 2004.
Financial Risk

Our international sales are predominantly denominated in U.S. dollars, and therefore
exposure to foreign currency exchange fluctuations on international sales is limited. In certain
instances where we have entered into contracts that are denominated in foreign currencies, we
have obtained foreign currency forward and option contracts, principally denominated in Euros
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or British Pounds, to offset the impact of currency rates on accounts receivable. We had no
forward or option contracts outstanding as of December 31, 2002 and December 31, 2001. We
do not enter into derivative instrument transactions for trading or speculative purposes. We do
not hedge foreign currencies in a manner that would entirely eliminate the effects of the changes
in foreign currency rates on our consolidated net income.

Fixed income securities are subject to interest rate risk. The fair value of our investment
portfolio would not be significantly impacted by either a 100 basis point increase or decrease in
interest rates due mainly to the short-term nature of the major portion of our investment
portfolio. The portfolio is diversified and consists primarily of investment grade securities to
minimize credit risk.

There have been no borrowings under our variable rate credit facilities. All of our
outstanding long-term debt is fixed rate and not subject to interest rate fluctuation.

With respect to trade receivables, we design, manufacture, market and support network
systems products and selected service applications for telecommunications networks and contact
centers. Cur customers include telecommunications carriers, network providers, and contact
center operators. Credit is extended based on an evaluation of each customer’s financial
condition, and generally collateral is not required. Generally, payment terms stipulate payment
within 90 days of shipment and currently, we doe not engage in leasing or other customer
financing arrangements. Many of our international sales are secured with import insurance or
letters of credit to mitigate credit risk. Although we have processes in place to monitor and
mitigate credit risk, there can be no assurance that such programs will be effective in eliminating
such risk. Historically, credit losses have been within management’s expectations and relatively
insignificant. Our exposure to credit risk has increased as a result of weakened financial
conditions in certain market segments such as the competitive local exchange carrier segment.
Credit losses for such customers have been provided for in the financial statements. Future
losses, if incurred, could harm our business and have a material adverse effect on our financial
position, results of operations or cash flows.

Recent Accounting Pronouncements

In June 2001, the FASB issued SFAS No. 141, "Business Combinations" and SFAS No.
142, "Goodwill and Other Intangible Assets." SFAS No. 141 establishes new standards for
accounting and reporting requirements for business combinations initiated after June 30, 2001
and prohibits the use of the pooling-of-interests method for combinations initiated after June 30,
2001. SFAS No. 142 changes the accounting for goodwill from an amortization method to an
impairment-only approach. SFAS No. 142 was adopted on January 1, 2002, and goodwill will
now be tested at the reporting unit at least annually and whenever events or circumstances occur
indicating that goodwill might be impaired. On January 1, 2002, the assembled workforce
intangible amount was reclassified to goodwill. Amortization of goodwill, including goodwill
recorded in past business combinations, has ceased and we determined that there was no
goodwill impairment using work performed by an independent, third-party valuation firm.

In August 2001, the FASB issued SFAS No. 144, "Accounting for the Impairment or
Disposal of Long-Lived Assets," which addresses financial accounting and reporting for the
impairment of long-lived assets and for long-lived assets to be disposed of. This Statement
supersedes SFAS No. 121, "Accounting for the Impairment of Long-Lived Assets and for Long-
Lived Assets to Be Disposed Of." This Statement also supersedes the accounting and reporting
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provisions of APB Opinion No. 30, "Reporting the Results of Operations — Reporting the Effects
of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring
Events and Transactions,” for segments of a business to be disposed of. This Statement also
amends ARB No. 51, "Consolidated Financial Statements,” to eliminate the exception to
consolidation for a temporarily controlled subsidiary. We adopted SFAS No. 144 effective
January 1, 2002 with no material impact on our financial position, results of operations or cash
flows.

In June 2002, the FASB issued SFAS No. 146, "Accounting for Exit or Disposal

Activities." SFAS No. 146 addresses significant issues regarding the recognition, measurement,
and reporting of costs that are associated with exit and disposal activities, including restructuring
activities that are currently accounted for pursuant to the guidance that the Emerging Issues Task
Force (EITF) has set forth in EITF Issue No. 94-3, "Liability Recognition for Certain Employee
Termination Benefits and Other Costs to Exit an Activity {including Certain Costs Incurred in a
Restructuring)." The scope of SFAS No. 146 also includes (1) costs related to terminating a
contract that is not a capital lease and (2) termination benefits that employees who are
involuntarily terminated receive under the terms of a one-time benefit arrangement that is not an
ongoing benefit arrangement or an individual deferred-compensation contract. SFAS No. 146 is
effective for exit or disposal activities that are initiated after December 31, 2002. Earlier
adoption of SFAS No. 146 is encouraged. We are currently evaluating the provisions of SFAS
No. 146 and its potential impact on our financial position, results of operations or cash flows.

In December 2002, the FASB issued SFAS No. 148, “Accounting for Stock-Based
Compensation — Transition Disclosure — an amendment of FAS 123" (SFAS No. 148). This
statement amends SFAS No. 123, “Accounting for Stock-Based Compensation”, to provide
alternative methods of transition for a voluntary change to the fair value based method of
accounting for stock-based employee compensation. In addition, this Statement amends the
disclosure requirements of SFAS No. 123 to require prominent disclosures in both annual and
interim financial statements about the method of accounting for stock-based employee
compensation and the effect of the method used on reported results. The provisions of SFAS 148
are effective for financial statements for fiscal years ending after December 15, 2002, and
disclosure requirements shall be effective for interim periods beginning after December 15,
2002. We intend to continue to account for stock-based compensation to our employees and
directors using the intrinsic value method prescribed by APB Opinion No. 25, and related
interpretations. We have made certain disclosures required by SFAS No. 148 in the consolidated
financial statements for the year ended December 31, 2002 and will begin making the additional
disclosures required by SFAS No. 148 in the first quarter of 2003. Accordingly, adoption of
SFAS No. 148 will not impact our financial position, results of operations or cash flows.

In November 2002, the FASB issued interpretation No. 45, “Guarantor’s Accounting and
Disclosure Requirements for Guarantees, including Indirect Guarantees of Indebtedness of
Others.” This interpretation elaborates on the disclosures required in financial statements
concerning obligations under certain guarantees. It also clarifies the requirements related to the
recognition of liabilities by a guarantor at the inception of certain guarantees. The disclosure
requirements of this interpretation were effective for us on December 31, 2002 but did not
require any additional disclosures. The recognition provisions of the interpretation are effective
for us in 2003 are applicable only to guarantees issued or modified after December 31, 2002. We
do not expect adoption of these obligations to have a material impact on our financial position,
results of operations or cash flows.
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Item 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET
RISK.

Our international sales are predominantly denominated in U.S. dollars, and therefore
exposure to foreign currency exchange fluctuations on international sales is limited. In certain
instances where we have entered into contracts which are denominated in foreign currencies, we
have obtained foreign currency forward and option contracts, principally denominated in Euros
or British pounds, to offset the impact of currency rates on accounts receivable. We had no
forward or option contracts outstanding as of December 31, 2002 and December 31, 2001. We
do not enter into derivative instrument transactions for trading or speculative purposes. We do
not hedge foreign currencies in a manner that would entirely eliminate the effects of the changes
in foreign currency rates on our consolidated net income.

Fixed income securities are subject to interest rate risk. The fair value of our investment
portfolio would not be significantly impacted by either a 100 basis point increase or decrease in
interest rates due mainly to the short-term nature of the major portion of our investment
portfolio. The portfolio is diversified and consists primarily of investment grade securities to
minimize credit risk.

There have been no borrowings under our variable rate credit facilities. All of our
outstanding long-term debt is fixed rate and not subject to interest rate fluctuation.

Item 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA.

See the consolidated financial statements of Tekelec and our subsidiaries included herein
and listed in Item 15(a) of this Annual Report on Form 10-K.

Item 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON
ACCOUNTING AND FINANCIAL DISCLOSURE.

None.
PART III
Item 10. DIRECTORS AND EXECUTIVE OQFFICERS OF THE REGISTRANT.

The information required by this ltem is incorporated by reference to the sections of our
definitive Proxy Statement for the Annual Meeting of Shareholders to be held on May &, 2003,
entitled “Election of Directors,” “Executive Officers” and “Section 16(a) Beneficial Ownership
Reporting Compliance” to be filed with the Commission.

Item 11. EXECUTIVE COMPENSATION.

The information required by this Item is incorporated by reference to the sections of our
definitive Proxy Statement for the Annual Meeting of Shareholders to be held on May 8, 2003,
entitled “Election of Directors - Compensation of Directors,” “Executive Compensation and Other
Information,” “Board of Directors and Compensation Committee Reports on Executive
Compensation” and “Performance Graph,” to be filed with the Commission.
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Item 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND
MANAGEMENT AND RELATED STOCKHOLDER MATTERS.

The information required by this Item is incorporated by reference to the section of our
definitive Proxy Statement for the Annual Meeting of Shareholders tc be held on May 8§, 2003,
entitled “Common Stock Ownership of Principal Shareholders and Management,” to be filed with
the Commission. '

Itemn 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS.

The information required by this Item is incorporated by reference to the section of our
definitive Proxy Statement for the Annual Meeting of Shareholders to be held on May 8, 2003,
entitled “Certain Relationships and Related Transactions,” to be filed with the Commission.

Item 14. CONTROLS AND PROCEDURES.

(a) Evaluation of Disclosure Controls and Procedures

As of a date within 90 days prior to the filing date of this Annual Report, we carried out
an evaluation, under the supervision and with the participation of our management, including our
President and Chief Executive Officer and our Chief Financial Officer, of the effectiveness of the
design and operaticn of cur “disclosure controls and procedures” as defined in Exchange Act
Rules 13a-14(c) and 15d-14(c). Based upon that evaluation, cur President and Chief Executive
Officer and our Chief Financial Officer have concluded that our disclosure controls and
procedures are adequate and effective in timely alerting them to material information relating to
us and our consolidated subsidiaries required to be included in our periodic SEC filings and are
designed to ensure that information required to be disclosed by us and in reports that we file or
submit under the Securities Exchange Act of 1934 is recorded, processed, summarized and
reported within the time periods specified in SEC rules and forms.

(b) Changes in Internal Controls
There have not been any significant changes in our internal controls or in other factors
that could significantly affect these controls subsequent to the date of the evaluation of our

disclosure controls and procedures referred to above. There were no significant deficiencies or
material weaknesses in our internal controls, and therefore no corrective actions were taken.
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PART IV

Item 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES, AND REPORTS ON

FORM 8-K.
(a) The following documents are filed as part of this Report:
1. Consolidated Financial Statements
- Report of Independent Accountants

- Consolidated Statements of Operations for each of the
three years in the period ended December 31, 2002

- Consolidated Balance Sheets as of December 31, 2002 and 2001

- Consolidated Statements of Cash Flows for each of the
three years in the period ended December 31, 2002

- Consolidated Statements of Shareholders' Equity for each of
the three years in the period ended December 31, 2002

- Consolidated Statements of Comprehensive Income for each
of the three years in the period ended December 31, 2002

- Notes to Consolidated Financial Statements

2. Consolidated Financial Statement Schedule

- Report of Independent Accountants on Financial Statement Schedule

- Schedule II Valuation and Qualifying Accounts and Reserves for each
of the three years in the period ended December 31, 2002

Schedules that are not listed above have been omitted because they are not applicable or the
information required to be set forth therein is included in the consolidated financial statements or

notes thereto.
3. List of Exhibits

Exhibit
Number Exhibit

2.1 Asset Purchase Agreement dated July 15, 2002 between the Registrant and
Catapult Communications Corporation (schedules are omitted from this
agreement and the other agreements filed herewith as Exhibits 2.2, 2.3, 2.4, 2.5
and 2.6, and the Registrant agrees to furnish supplementally a copy of any such

schedule to the Commission upon request'”
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Transitional Services Agreement dated July 15, 2002 between the Registrant
and Catapult Communications Corporation'”

License Agreement dated July 15, 2002 between the Registrant, Catapult
Communications Corporation and Catapult Communications International
Limited”

International Rights License Agreement dated July 15, 2002 between the
Registrant, Catapult Communications Corporation and Catapult
Communications International Limited”

Registration Rights Agreement dated July 15, 2002 between the Registrant and

Catapult Communications Corporation'”

Subordinated Guaranty dated July 15, 2002 executed by Catapult
Communications Corporation in favor of the Registrant™

Convertible Subordinated Promissory Note due 2004, dated August 30, 2002,
in the principal amount of $10,000,000, issued by Catapult Communications
International Limited to the Registrant®

Convertible Subordinated Promissory Note due 2004, dated August 30, 2002,

in the principal amount of $7,300,000 issued by Catapult Communications

International Limited to the Registrant®

3.1 Amended and Restated Articles of Incorporation®®
3.2 Bylaws, as amended"
4.1 Rights Agreement dated as of August 25, 1997 between the Registrant and U.S.

Stock Transfer Corporation as Rights Agent®

42 Indenture dated as of November 2, 1999 between the Registrant and Bankers
Trust Company as Trustee, including form of the Registrant’s 3.25% Convertible
Subordinated Discount Notes due 2604©

4.3 Registration Rights Agreement dated as of November 2, 1999 among the
Registrant, Deutsche Bank Securities Inc. and Warburg Diilon Read LLC®

10.1 Amended and Restated 1984 Stock Option Plan, including forms of stock option
agreements(7) ®

10.2 Amended and Restated Non-Employee Director Equity Incentive Plan,

including form of nonstatutory stock option agreement, as amended
February 21, 1996® ©

10.3 Form of Indemnification Agreement between the Registrant and all directors of
the Registrant® (%
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10.4

10.5

10.6

10.7

10.8

10.9

10.10

10.11

10.12

10.13

10.14

10.15

21.1

23.1

Amended and Restated 1994 Stock Option Plan, including form of stock option
agreement

Lease Agreement dated as of February 8, 1988 between the Registrant and State
Street Bank and Trust Company of California, N.A., not individually, but solely
as an Ancillary Trustee for State Street Bank and Trust Company, a
Massachusetts banking corporation, not individually, but solely as Trustee for
the AT&T Master Pension Trust, covering our principal facilities in Calabasas,
California"

Officer Severance Plan, including form of Employment Separation
Agreement?, as amended March 8, 1999'*) and February 4, 2000© %

Employee Stock Purchase Plan, including form of subscription agreement ), as
amended May 18,2001 ® (%

Warrants to purchase shares of the Registrant’s Common Stock and Schedule of
Warrantholders® %)

Lease Agreement dated as of November 6, 1998 between the Registrant and
Weeks Realty, L P., covering certain of the Registrant’s facilities in Morrisville,
North Carolina"® as amended by First Amendment thereto dated May 27, 1999,
Second Amendment thereto dated October 1, 1999, Third Amendment thereto
dated November 30, 1999, and Fourth Amendment thereto dated

July 19, 200017

Loan Agreement dated October 31, 2001 between the Registrant and Union Bank
of California '®, as amended by First Amendment thereto dated December 18,
2002

Lease Agreement as of July 19, 2000 between the Registrant and Duke
Construction Limited Partnership covering certain of our facilities in

Morrisville, North Carolina 7

Nonstatutory Stock Option Agreement dated February 1, 2001 between the
Registrant and Frederick M. Lax ® (¥

Stock Award Agreement dated February 1, 2001 between the Registrant and
Frederick M. Lax ® (9

Non-Employee Director Stock Option Plan, including form of stock
option agreement 2

Nonstatutory Stock Option Agreement dated January 18, 2002 between the
Registrant and Lori A. Craven ®®!

Subsidiaries of the Registrant

Consent of PricewaterhouseCoopers LLP
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Certificate of Chief Executive Officer of Tekelec pursuant to 18 U.S.C. Section
1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

Certificate of Chief Financial Officer of Tekelec pursuant to 18 U.S.C. Section
1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q (File No. 0-
15135) for the quarter ended June 30, 2002.

(2) Incorporated by reference to the Registrant’s Current Report on Form 8-K (File No. 0-
15135) filed with the Commission on September 16, 2002.

(3) Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q
(File No. 0-15135) for the quarter ended June 30, 1998.

€) Incorporated by reference to the Registrant’s Annual Report on Form 10-K
(File No. 0-15135) for the year ended December 31, 1996.

(5) Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q
(File No. 0-15135) for the quarter ended September 30, 1997.

(6) Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q
(File No. 0-15135) for the quarter ended September 30, 1999.

(N Incorporated by reference to the Registrant’s Registration Statement on Form S-8
(Registration No. 33-48079) filed with the Commission on May 22, 1992.

8 Constitutes a management contract or compensatory plan or arrangement required to be
filed as an exhibit to this Annual Report on Form 10-K.

(%) Incorporated by reference to the Registrant’s Registration Statement on Form S-8
(Registration No. 333-05933) filed with the Commission on June 13, 1996.

(10)  Incorporated by reference to the Registrant’s Annual Report on Form 10-K
(File No. 0-15135) for the year ended December 31, 1987.

(11}  Incorporated by reference to the Registrant’s Quarterly Report on Form 10-Q
(File No. 0-15135) for the quarter ended June 30, 1988,

(12)  Incorporated by reference to the Registrant’s Annual Report on Form 10-K
(File No. 0-15135) for the year ended December 31, 1993.

(13)  Incorporated by reference to the Registrant’s Annual Report on Form 10-K
(File No. 0-15135) for the year ended December 31, 1998.

(14)  Incorporated by reference to the Registrant’s Annual Report on Form 10-K
(File No. 0-15135) for the year ended December 31, 1995.

(15) Incorporate by reference to the Registrant’s Quarterly Report on Form 10-Q
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(File No. 0-15135) for the quarter ended June 30, 2001.

(16)  Incorporated by reference to the Registrant’s Registration Statement on Form S-8
(Registration No. 333-37843) filed with the Commission on October 14, 1997.

(17)  Incorporated by reference to the Registrant’s Annual Report on Form 10-K
(File No. 0-15135) for the year ended December 31, 2000.

(18)  Incorporated by reference to the Registrant’s Annual Report on Form 10-K (File No.
0-15135) for the year ended December 31, 2001

(19)  Incorporated by reference to the Registrant’s Quarterly Report on 10-Q
(File No. 0-15135) for the quarter ended March 31, 2001.

(20)  Incorporated by reference to the Registrant’s Registration Statement on Form S-8
(Registrant’s No. 333-97793) filed with the Commission on August 7, 2002

(21)  Incorporated by reference to the Registrant’s Quarterly Report on 10-Q (File No. 0-15135)
for the quarter ended March 31, 2002.

(b) Reports on Form 8-K

No reports on Form 8-K were filed by the Registrant during the quarter ended December 31,
2002.

(¢) Exhibits
See the list of Exhibits under Item 15(a) 3 of this Annual Report on Form 10-K.
(@) Financial Statement Schedules

See the Schedule under Item 15(a) 2 of this Annual Report on Form 10-K.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934,
the Registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto
duly authorized.

TEKELEC

By:/s/ Frederick M Lax
Frederick M. Lax, President and
Chief Executive Officer

Dated: March 31,2003

Pursuant to the requirements of the Securities Act of 1934, this report has been signed
below by the following persons on behalf of the Registrant and in the capacities and on the dates
indicated.

ature Title Date

/s/ Jean-Claude Asscher Chairman of the Board March 31, 2003
Jean-Claude Asscher

/s/Frederick M. Lax President, Chief Executive March 31, 2003
Frederick M. Lax Officer and Director

/s/Robert V. Adams Director March 31, 2003
Robert V. Adams

/s/Daniel L. Brenner Director March 31, 2003
Daniel L. Brenner

/s/ Howard QOringer Director March 31, 2003
Howard Oringer

/s/Jon F. Rager Director March 31, 2003
Jon F. Rager

/s/ Paul J. Pucino Vice President and Chief March 31, 2003
Paul J. Pucino Financial Officer

(Principal Financial and
Chief Accounting Officer)
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CERTIFICATION

March 31, 2003

1, Frederick M. Lax, certify that:

1.
2.

5.

I have reviewed this annual report on Form 10-K of Tekelec;

Based on my knowledge, this annual report does not contain any untrue statement of a material
fact or omit to state a material fact necessary to make the statements made, in light of the
circumstances under which such statements were made, not misleading with respect to the period
covered by this annual report;

Based on my knowledge, the financial statements, and other financial information included in this
annual report, fairly present in all material respects the financial condition, results of operations
and cash flows of the registrant as of, and for, the periods presented in this annual report;

The registrant's other certifying officer and 1 are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the
registrant and we have:

a) designed such disclosure controls and procedures to ensure that material information
relating to the registrant, including its consolidated subsidiaries, is made known to us by
others within those entities, particularly during the period in which this annual report is
being prepared;

b) evaluated the effectiveness of the registrant's disclosure controls and procedures as of a
date within 90 days prior to the filing date of this annual report (the "Evaluation Date");
and

¢) presented in this annual report our conclusions about the effectiveness of the disclosure
controls and procedures based on our evaluation as of the Evaluation Date;

The registrant's other certifying officer and I have disclosed, based on our most recent evaluation,
to the registrant's auditors and the audit committee of registrant's board of directors (or persons
performing the equivalent function):

a) all significant deficiencies in the design or operation of internal controls which could
adversely affect the registrant's ability to record, process, summarize and report financial
data and have identified for the registrant's auditors any material weaknesses in internal
controls; and

b) any fraud, whether or not material, that involves management or other employees who
have a significant role in the registrant's internal controls; and

The registrant’s other certifying officer and [ have indicated in this annual report whether there were
significant changes in internal controls or in other factors that could significantly affect internal
controls subsequent to the date of our most recent evaluation, including any corrective actions with
regard to significant deficiencies and material weaknesses.

/s/ Frederick M. Lax

President and Chief Executive Officer

53




CERTIFICATION
March 31, 2003

I, Paul J. Pucino, certify that:

1.
2.

5.

I have reviewed this annual report on Form 10-K of Tekelec;

Based on my knowledge, this annual report does not contain any untrue statement of a material
fact or omit to state a material fact necessary to make the statements made, in light of the
circumstances under which such statements were made, not misleading with respect to the period
covered by this annual report;

Based on my knowledge, the financial statements, and other financial information included in this
annual report, fairly present in all material respects the financial condition, results of operations
and cash flows of the registrant as of, and for, the periods presented in this annual report;

The registrant's other certifying officer and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the
registrant and we have:

a) designed such disclosure controls and procedures to ensure that material information
relating to the registrant, including its consolidated subsidiaries, is made known to us by
others within those entities, particularly during the period in which this annual report is
being prepared;

b) evaluated the effectiveness of the registrant's disclosure controls and procedures as of a
date within 90 days prior to the filing date of this annual report (the "Evaluation Date");
and

¢) presented in this annual report our conclusions about the effectiveness of the disclosure
controls and procedures based on our evaluation as of the Evaluation Date;

The registrant's other certifying officer and I have disclosed, based on our most recent evaluation,
to the registrant's auditors and the audit committee of registrant's board of directors (or persons
performing the equivalent function):

a) all significant deficiencies in the design or operation of internal controls which could
adversely affect the registrant's ability to record, process, summarize and report financial
data and have identified for the registrant's auditors any material weaknesses in internal
controls; and

b) any fraud, whether or not material, that involves management or other employees who
have a significant role in the registrant's internal controls; and

The registrant's other certifying officer and I have indicated in this annual report whether there
were significant changes in internal controls or in other factors that could significantly affect
internal controls subsequent to the date of our most recent evaluation, including any corrective
actions with regard to significant deficiencies and material weaknesses.

/s/ Paul J. Pucino

Vice President and Chief Financial Officer
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REPORT OF INDEPENDENT ACCOUNTANTS

TO THE SHAREHOLDERS AND BOARD OF DIRECTORS OF TEKELEC

In our opinion, the accompanying consolidated balance sheets and the related
consolidated statements of operations, cash flows, shareholders’ equity, and
comprehensive income (loss) present fairly, in all material respects, the financial position
of Tekelec and its subsidiaries (the “Company”) at December 31, 2002 and 2001, and the
results of their operations and their cash flows for each of the three years in the period
ended December 31, 2002, in conformity with accounting principles generally accepted
in the United States of America. These financial statements are the responsibility of the
Company’s management; our responsibility is to express an opinion on these financial
statements based on our audits. We conducted our audits of these statements in
accordance with auditing standards generally accepted in the United States of America
which require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates
made by management, and evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

As discussed in Note A to the consolidated financial statements, effective January

1, 2002, the Company adopted Statement of Financial Accounting Standards No. 142,
“Goodwill and other Intangible Assets.”

/s/ PricewaterhouseCoopers LLP

Los Angeles, California
January 29, 2003




Tekelec
Ceonsolidated Statements of Operations
For the Years Ended December 31,
2002 2001 2000
(thousands, except per share data)

Revenues $ 26034F § 249,369 $ 252327
Cost of Sales:
Cost of goods sold 66,536 76,466 83,084
Amortization of purchased technology 19,169 10,324 10,135
Total cost of salss 76,705 86,790 93,219
Gross profit 183,636 162,579 159,108
Operating expenses:
Research and development 59,746 54,479 42,225
Selling, general and administrative 95,973 86,592 72,150
Amortization of goodwill and other intangibles 1,600 21,664 21,920
Total operating expenses 157,319 162,735 136,295
Income (Loss) from operations 26,317 (156) 22,813

Interest and other incorme (expense):

INterest NCOME .....eceeviecerieeiere e sreteesresrene e resreseenas 6,685 8,883 8,055
INEETESt EXPENSE...eeiiirreeriiirerirrreneeireeeseerve e esesieeseasesenns {5,201) (8,955) (8,739
Oher, NEL..ooviiiiieeceree et st 253 (260) (375)
Total other eXPense .......occoveveererevccricrerenn e reseeenens {2,263) (332) (1,059
Income (Loss) from continuing operations before
Provision for INCOME tAXES........oververcrrmeerrernsrarerreensoersenes 24,054 (488) 21,754
Provision for inCOME taXES......c..covovvvereivrevrecereeeneeereenns 8,140 6,122 15,526
Income (Loss) from continuing operations............ceeveevevnnee 15,914 (6,610) 6,228
Income (Loss) from discontinued operation,
NEt OF INCOME LAXES vvverrrrrirreeireieeieisceeseneevresnseeseesressreaee (3,308) (289) 6,668
Gain on sale of discontinued operation,
net Of INCOME TAXES ..ovvvvviiiceiecieecteecne et veeeevetseveesrsennees 28,312 - -
Net income (Ioss) .. $ 40918 $ (6,899) § 12,896
Earnings (Loss) per share from continuing
operations:
BASIC o $ 026 $§ 0.11) % 0.11
DHIUEd. ..cv et 0.26 0.11) 0.10
Earnings (Loss) per share from discontinued
operation:
BASIC oottt sttt enst e $ 665y $§ .(001) § 0.11
DILULEG. ..e. vt e ren e (8.05) 0.0 0.10

Earnings per share from gain on sale of
discontinued operation:

BASIC ot nees $ 047 S - 8§ -

Diluted... ..o 0.46 - --
Earnings (Loss) per share:

BAaSIC .ttt e $ 0.68 3 0.12) § 0.22

Diluted...oooiiviiiiiic s 0.67 (0.12) 0.20
Weighted average number of shares outstanding:

BaSiCuuiiciciiiiic e 60,358 59,574 57,823

Diluted...ccv oo 61,386 59,574 64,123

See notes to consolidated financial statements
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Tekelec
Consoclidated Balance Sheets

Assets

Current assets:

Cash and cash equivalents.........c.coooieiiiiiniiic e
Short-term investments, at fair value ..........c..occoveeveeveveiireeec e
Accounts and notes receivable, less allowances

2002 - $4,860; 2001 - $4,567 ....occoeiecrie e s
INVEIEOTIES ..oevvi it ere et err et et rb e ereerbesaesreetesaseebesrsbesbesaeenes
Deferred InCOmME taXeS, NEL.....coovieiiiicii et e
Prepaid expenses and other current assets...........ccovvvererierecvencnrersnnns
Current assets of discontinued Operation ............cceceveeevierrerresiereiverenns

TOtal CUITENE ASSELS ...uveverrierirerirerier ettt sttt ere s st e reebenn s

Long-term investments, at fair value.........ccooeevecinnnncnccccncneenenn,
Property and equipment, NEt.......covciveiriiiiinrinireneecereerseeae e
Investments in privately-held COMPanies ...........occeeveierenirie e,
Deferred iNCOME tAXES.......ceveiereriiririirieiee ettt sttt
OhET @SSELS ..uueeireiieiiiecceee et ria st st ea s as e st e sae s abaass sanssaasessessanans
Long-term convertible notes receivable (317,300 principal amount) .........
GOOAWH L.ttt re s eas st
Intangible assets, Net......c.c..ooerevrrrerirerann. ettt r e
Non-current assets of discontinued Operation ........c.....ovevvrerverenrenrerinnnnnns

TOtA] @SSELS. c..vcereiireieiiir ettt ettt ettt es s e b aessanees
Liabilities and Shareholders’ Equity

Current liabilities:

Trade accoUnts payable.........ccccvieririerireeiire e s s
ACCTUEA EXPENSES ...evvvivereeereniiersseseesesrstesaasessasseseesessessessersaressseserseanes
Accrued payroll and related eXpenses.......c.cooecereirneiennienecesiee e
Current portion of deferred TEVENUES ......covveniririiccimiinnecceenee,
Income taxes payable ...
Current liabilities of discontinued operation...........ccecvurvervrienicrinnns

Total current lHabilities.........eveeeerirrreecrees e

Long-term convertible debt..... ... iimmmrianeeassssss
Deferred INCOME tAXES ..ouiirviiieireniiretrre s et sa et e s e e essseenienes
Long-term portion of deferred revenues .........ccooevevvervveccccerneeinenenes
Non-current liabilities of discontinued operation.......c......ococcvvierierrecnrens

Total HAbIlIES c.vvevvvieeie ettt

Commitments and contingencies (Note ()

Shareholders® equity:

Common stock, without par value, 200,000,000 shares authorized;
issued and outstanding 2002-60,892,730; 2001-60,107,087 ...........

Retained CAIMINGS ....oveiieiriiiirireniieenereeseerssecasese e eneesesessessanesasenes

Accumulated other comprehensive income (1088)...coovvrevvieererieennienn,
Total shareholders’ equIty ........c.cccevevvrvrrnnee e,
Total liabilities and shareholders’ equUIty.........cocoeevvermervcrrierincas

See notes to consolidated financial statements
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December 31,

2002

2001

(thousands, except share data)

3 167,283
14,289

44,061
10,560
13,806
16,491

266,490

128,258
21,387
16,525
11,502

2,263
17,987
44,942
16,329

$ 525.683

$ 6,674
31,011
11,360
28,355

1,178

78,578

126,973
14,493
3,632

223,676

182,277
119,443
287
302,007

§ 525,683

$ 87,148
68,608

53,717
14,782
13,648
14,543
30,375
282,821

70,200
31,479
16,500
3,242
3,094

44,725
27,120
5,223

$ 484,404

312,902
20,887
8,045
41,469
629

13,721
97,653

122,992
9,983
4,378

576

235.582

171,846
78,525
(1,549)

248,822

$ 484,404




Tekelec
Consolidated Statements of Cash Flows

For the Years Ended December 31,
2002 2001 2000
: (thousands)

Cash flows from operating activities:
Net income (I0SS) cueviiriiiirciirenieeeieriireressee s rereeresienns $ 40,918 $ (6,899 $ 12,896
Adjustments to reconcile net income (loss) to net cash
provided by operating activities:

Net gain on disposal of discontinued operation .......... (28,312) - --
Net (income) loss from discontinued operation .......... 3,308 289 (6,668)
Allowance for doubtful accounts ..........ccoevvvveevvecnnnnn. 950 4,412 2,968
INVENtOTY PrOVISION ..ovvruerineiivierireri et sieraresenreneas 6,077 3,448 4,393
DePreciation .....coevecveericcirieirieiener et 15,618 15,959 10,818
AMOTTIZALION Levvevieenieeiieiie st rereenenees 11,661 31,528 31,678
Amortization of deferred financing costs.......c..coueven. 819 819 812
Convertible debt accretion .......coooveviiveevieneeenccrercrnne. 3,981 3,723 3,483
Deterred INCOME tAXES.....vircvereeriireeeeecrrrenrereereeereens (3,908) (6,916) (10,401)
Stock-based compensation ..........occoveeveieeiercinennnan 5,612 310 121
Tax benefits related to stock options exercised........... 229 6,943 22,457
Changes in assets and liabilities (net of business
disposal):
Accounts and notes receivable..........coeocervrierieenen, 10,188 30,393 (22,411)
INVERLOTIES ..eeevveiecierreieerereree e rvnsreie e seaneas (1,955) (4,594) 605
Prepaid expenses and other current assets............... 3,315 (5,687) (4,359)
Trade accounts payable.........coconievccnnnncniee, (7,890) 1,941 1,771
AcCTued EXPENSES .eovvveecrieieirecireriirene et 8,311 622 3,965
Accrued payroll and related expenses ........c.oocceueunne 3,311 (2,143) 2,721
Deferred revenues.....ooveevieieirerreeneeen oo nenens (13,861) 15,919 (5,951)
Income taxes payable......cocovoerivciieiiiecrecne (12.79%%) (814) 1,071
Total adjuStMEntS ......cccovreervierieerirnrereee e 5,463 96.152 37,073
Net cash provided by operating activities............. 46,381 89.253 45.969
Cash flows from investing activities:
Purchase of available-for-sale securities......c.ocovvvnnnne {440,806) (257,472) (115,964)
Proceeds from maturity of available-for-sale
SECUTTEIES ..t tavveririreerereeeernteserenesstnesssessessesseessontesonses 437,067 212,387 82,234
Purchase of investments in privately-held companies. -- (16,500) -
Net purchase of property and equipment .................... (5,500) (18,906) (20,307)
Net purchase of technology........cceveveniiinicciinnnenes (1,089) -- (464)
Proceeds from disposal of discontinued operation...... 37,883 - -
Decrease (Increase) in other assets......cccoveeveveveennnene 177 507 (430)
Net cash provided by (used in) investing
ACHIVILIES 1overreirverevcreiee et e s eeaienae 27,732 (80,998) (54.931)
Cash flows from financing activities:
Proceeds from issuance of common stock .......coveees 3,898 12,763 27.867
Net cash provided by financing activities ............ 3,880 12,763 27.867
Effect of exchange rate changes on ¢ash..........cccvevireeieenns 125 en (609)
Net cash flows from discontinued operation.............c........ 2,007 8,636 2,305
Net increase in cash and cash equivalents............ 80.135 29.563 24.601
Cash and cash equivalents at beginning of the year...... 87,148 57.585 32,984
Cash and cash eguivalents at end of the year ... $ 167.283 $ 87,4 $ 57,585

See notes to consolidated financial statements
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Tekelec
Consolidated Statements of Cash Flows (Continued)

For the Years Ended December 31,

2002 2001 2000
(thousands)
Supplemental disclosure of cash flow information:
Cash paid during the year for:
TIEIESE oottt st e e esereesaaen $ 4,396 $ 47398 $ 4420
INCOME taXES .iivireiice e 15,093 6,210 7,140

See notes to consolidated financial statements
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Tekelec

Consolidated Statements of Shareholders’ Equity

Common Stock
Number
of Shares Amount

Retained
Earnings

Accumulated
Other
Comprehensive
Income (Loss)

Total
Shareholders’
Equity

(thousands)

Balance, December 31, 1999
Exercise of stock options
and warrants and issuance
of shares under employee
stock purchase plan
Compensation related to vesting
of restricted stock
Stock option tax benefits
Translation adjustment
Net income

$101,385 § 72,528

12,896

$ 2,682

$ 176,595

27,867

121
22,457
(2,339)
12.896

Balance, December 31, 2000 58,897 $ 151,830 § 85,424 $ 343 $ 237,597
Exercise of stock options
and warrants and issuance
of shares under employee
stock purchase plan 1,180 12,763 - - 12,763
Compensation related to vesting
of restricted stock 30 310 -- -- 310
Stock option tax benefits - 6,943 -- - 6,943
Translation adjustment -- - - (1,892) (1,892)
Net loss -- - (6.899) - (6.899)
Balance, December 31, 2001 60,107 $ 171,846 $ 78,525 $(1,549) $ 248,822
Exercise of stock options
and warrants and issuance
of shares under employee
stock purchase plan 786 3,890 -~ -- 3,890
Compensation related to vesting
of restricted stock -- 328 -~ -- 328
Stock-based compensation charge
for stock modification - 5,284 - - 5,284
Stock option tax benefits -- 929 -- -- 929
Translation adjustment -- -- -- 1,836 1,836
Net income -- - 40,918 -- 40918
Balance, December 31, 2002 60,893 9 182277 $ 119,443 $ 287 $ 302,007
See notes to consolidated financial statements
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Tekelec
Consolidated Statements of Comprehensive Income (Loss)

For the Years Ended December 31,

2002 2001 2000
(thousands)
Net INCOME (108S)...vivrrrrrerecierieririeerissrereserese e sessesnnnas $ 40,918 $ (6,899) $ 12,896
Other comprehensive income (loss):
Foreign currency translation adjustments................. 1.836 1.892 (2.339)

Comprehensive income (loss)

......................................... $ 42754 $ (8.791) $ 10,557

See notes to consolidated financial statements
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE A — SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Business
We design, manufacture and market network systems products for

telecommunications networks. Our customers include telecommunications carriers and
network service providers. We also develop and sell management software to operators
of contact centers.

Principles of Consolidation and Presentation

The consclidated financial statements include the accounts of Tekelec and our
subsidiaries. All significant intercompany accounts and transactions have been
eliminated. Certain items shown in the December 31, 2001 and 2000 financial statements
have been reclassified to conform to the current period presentation. As more fully
discussed in Note B, we sold our Network Diagnostics Division (“NDD”) effective
August 30, 2002, Accordingly, comparative historical financial results and notes have
been revised to reflect the Network Diagnostics Division as a discontinued operation.

Estimates

The preparation of financial statements requires management to make estimates
and assumptions that affect the reported amounts of assets and liabilities and disclosure
of contingent assets and liabilities at the dates of the financial statements and revenues
and expenses during the reporting periods. Actual results could differ from those
estimates.

Cash and Cash Equivalents
We consider all highly liquid investments purchased with an original maturity of
three months or less to be cash equivalents.

Investments

Our marketable securities are classified as available-for-sale securities and are
accounted for at their fair value, and unrealized gains and losses on these securities are
reported as a separate component of shareholders’ equity. At December 31, 2002 and
2001, net unrealized gains or losses on available-for-sale securities were not significant.
We utilize specific identification in computing realized gains and losses on the sale of
investments. Realized gains and losses are reported in other income and expense, and
were not significant for 2002, 2001 and 2000.

We also invest in equity instruments of privately-held companies for business and
strategic purposes. These investments are classified as long-term assets and are accounted
for under the cost method since we do not have the ability to exercise significant
influence over their operations. We monitor our investments for impairment and record
reductions in carrying values when necessary. To date there have been no such
impairments.

Inventories
Inventories are stated at the lower of cost (first in, first out) or market.
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Property and Equipment

Property and equipment are stated at cost, less accumulated depreciation and
amortization. Depreciation and amortization are provided using the straight-line method.
The estimated useful lives are:

Manufacturing and development equipment 3-5 years

Furniture and office equipment S years

Demonstration equipment 3 years

Leasehold improvements The shorter of useful life or lease
term

Software Developed for Internal Use

We capitalize costs of software, consulting services, hardware and payroll-related
costs incurred to purchase or develop internal-use software. We expense costs incurred
during preliminary project assessment, research and development, re-engineering,
training and application maintenance.

Software Development Costs

We provide for capitalization of certain software development costs once
technological feasibility is established. The costs capitalized are amortized on a straight-
line basis over the estimated product life (generally eighteen months to three years), or on
the ratio of current revenue to total projected product revenues, whichever is greater. To
date, the establishment of technological feasibility of our products and general release
have substantially coincided. As a result, we have not capitalized any internal software
development costs as costs qualifying for such capitalization have not been significant.

Goodwili

Goodwill represents the excess of the purchase price over the fair value of the
identifiable net assets acquired in an acquisition accounted for using the purchase
method. Effective the first quarter of 2002, the Company adopted the provisions of
Statement of Financial Accounting Standards No. 142, “Goodwill and Other Intangible
Assets” (“FAS 142”). FAS 142 eliminates the amortization of goodwill. Instead,
goodwill is reviewed for impairment upon adoption and at least annually thereafter. In
connection with the initial impairment tests, we obtained valuations of our individual
reporting units from an independent third-party valuation firm. The valuation
methodologies included, but were not limited to, estimated net present value of the
projected future cash flows of these reporting units. With the use of these impairment
tests, we determined that there was no goodwill impairment.
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Intangible Assets

Intangible assets consist of purchased technology and other intangible assets, all of which
are generally amortized over periods ranging from three to five years. Intangible assets are stated
at cost, less accumulated amortization. '

Long-Tern Assels
We identify and record impairment of long-lived assets when events and circumstances
indicate that such assets have been impaired. Events and circumstances that may indicate that an

asset is impaired include: significant decreases in the fair market value of an asset, a change in
the extent or manner in which an asset is used, shifts in technology, loss of key management or
personnel, changes in the operating model or strategy and competitive forces.

If events and circumstances indicate that that the carrying amount of an asset may not be
recoverable and the expected undiscounted future cash flows attributable to the asset is less than
the carrying amount of the asset, an impairment loss equal to the excess of the asset's carrying
value over its fair value is recorded. Fair value is determined based on the present value of
estimated expected future cash flows using a discount rate commensurate with the risks
involved, quoted market prices or appraised values, depending on the nature of the assets. To
date, no such impairment has been recorded.

Product Warranty Costs

We generally warrant our products against defects in materials and workmanship for one
year after sale and provide for estimated future warranty costs at the time revenue is recognized.
At December 31, 2002 and 2001, accrued product warranty costs amounted to $5.3 million and
$5.5 million, respectively, and are included in accrued expenses.

Revenue Recognition

Revenues from sales of network systems products and contact center products are
recognized upon the transfer of title, generally at the time of shipment to the customer’s final site
and satisfaction of related obligations, if any, provided that persuasive evidence of an
arrangement exists, the fee is fixed and determinable and collectability is deemed probable. For
certain products, our sales arrangements include acceptance provisions which are based on our
published specifications and are accounted for as warranty, provided that we have previously
demonstrated that the product meets the specified criteria and has established a history with
substantially similar transactions. Revenue is deferred for sales arrangements that include
customer-specific acceptance provisions where we are unable to reliably demonstrate that the
delivered product meets all of the specified criteria until customer acceptance is obtained.
Revenues associated with multiple-element arrangements are allocated to each element based on
vendor specific objective evidence of fair value. Revenues associated with installation services,
if provided, are deferred based on the fair value of such services and are recognized upon
completion. Installation services are accounted for as a separate element based on the customer’s
obligation to pay the contract price upon shipment of the related equipment and the fact that such
services are not essential to the functionality of the related equipment, are available from other
vendors and can be purchased unaccompanied by other elements. Extended warranty service
revenues are recognized ratably over the warranty period. Engineering service revenues are
recognized on delivery or as the services are performed. Development contract revenues are
recognized using the percentage-of-completion method based on the costs incurred relative to
total estimated costs. Provisions for anticipated losses, if any, on development contracts are
recognized in income currently.
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Income Taxes

Income tax expense is the tax payable for the period and the change during the period in
non-capital-related deferred tax assets and liabilities. Deferred income taxes are determined
based on the difference between the financial reporting and tax bases of assets and liabilities
using enacted rates in effect during the year in which the differences are expected to reverse.
Valuation allowances are established when necessary to reduce deferred tax assets to the amount
expected to be realized.

Advertising
Advertising costs are expensed as incurred and amounted to approximately $421,000,
$980,000 and $1.4 million for 2002, 2001 and 2000, respectively.

Stock-Based Compensation

At December 31, 2002, we have five stock-based employee compensation plans which
are described more fully in Note P. We account for employee stock option plans in accordance
with the provisions of Accounting Principals Board (“APB”) Opinion No. 25, “Accounting for
Stock Issued to Employees” and the related interpretations of FASB Interpretation (FIN) No. 44,
“Accounting for Certain Transactions Involving Stock Compensation.” Accordingly,
compensation expense related to employee stock options is recorded, if on the date of the grant,
the fair value of the underlying stock exceeds the exercise price.

To date, options have been granted at exercise prices that equal or exceed market value
of the underlying common stock on the grant date. However, we have modified certain option
grants that did require remeasurement on the modification date and accordingly have resulted in
stock-based compensation as the exercise prices were below the fair market value on the date of
the modification. The following table illustrates the effect on stock-based compensation, net
income and earnings (loss) per share if we had applied the fair value recognition provisions of
FASB Statement No. 123, “Accounting for Stock-Based Compensation,” to stock-based
employee compensation.

For the Years Ended December 31,

2002 2001 2000
Stock-based compensation, net of tax:
ASTEPOITEd ..ot $ 3,648 % 202§ 79
Additional stock-based compensation expense
determined under the fair value method..................... 14,891 22,278 13,333
PIO FOMMIA. ot iiricieiiecrecieies e eeses s seessses s eeassaseesssasreasennas $ 18539 $§ 22480 $ 13,412
Net income (loss):
AS TEPOTEA ..ot e $ 40918 3§ (6,899) $ 12,89
Less: additional stock-based compensation expense
determined under the fair value method, net of tax.... 14,891 22,278 13,333
Pro forma......cccveieeeriieisniiee s $ 26027 §$§ (29,177) $ (437)

Net income (loss) per share-basic:
AS TEPOITEA ..vviveree ettt er e e $ 0.68 $ 0.12) $ 0.22
Less: per share effect of additional stock-based
compensation expense determined under the
fair value method, net of taX .......c.cooeevvreeiiicriiiiiceennens 0.25 0.37 0.23
Pro fOIMA.. .cireeicrciieineene e crtennstsre st sressasesaeeseeasesneressenas $ 0.43 $ 049 $  (0.01)




For the Years Ended December 31,
2002 2001 2000

Net income (loss) per share-diluted:
As reported 9.67 (0.12) $ 0.20
Less: per share effect of additional stock-based
compensation expense determined under the
fair value method, net of tax 0.25 0.37 0.21
Pro forma 842 $ (049 $  (0.01)

The key assumptions used for the determination of the fair value are further described in
Note P.

We account for stock issued to non-employees in accordance with the provisions of
SFAS No. 123 and Emerging Issues Task Force (“EITF”) 96-18, “Accounting for Equity
Instruments That Are Issued to Other Than Employees for Acquiring, or in Conjunction with
Selling, Goods and Services.”

Foreign Currency

Translation of foreign currencies is accounted for using the local currency as the
functional currency of our foreign subsidiaries. All assets and liabilities are translated at
exchange rates in effect on the balance sheet dates while revenues and expenses are translated at
average rates in effect for the period. The resulting gains and losses are included in a separate
component of shareholders’ equity. Realized gains (losses) on foreign currency transactions are
reflected in net income (loss) and amounted to $282,000, ($462,000), and (§374,000) for 2002,
2001 and 2000, respectively.

Earnings Per Share
Earnings per share are computed using the weighted average number of shares

outstanding and dilutive Common Stock equivalents (options and warrants), in accordance with
SFAS No. 128, “Earnings per Share.”

Comprehensive Income
Comprehensive income generally represents all changes in shareholders’ equity during
the period except those resulting from investments by, or distributions to, shareholders.

Segment Information

We use the “management approach” in determining reportable business segments. The
management approach designates the internal organization that is used by management for
making operating decisions and assessing performance as the source of our reportable segments.




Recent Accounting Pronouncements

In August 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or
Disposal of Long-Lived Assets,” which addresses financial accounting and reporting for the
impairment of long-lived assets and for long-lived assets to be disposed of. This Statement
supersedes SFAS No. 121, “Accounting for the Impairment of Long-Lived Assets and for Long-
Lived Assets to Be Disposed Of.” This Statement also supersedes the accounting and reporting
provisions of APB Opinion No. 30, “Reporting the Results of Operations — Reporting the Effects
of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring
Events and Transactions,” for segments of a business to be disposed of. This Statement also
amends ARB No. 51, “Consolidated Financial Statements,” to eliminate the exception to
consolidation for a temporarily controlled subsidiary. We adopted SFAS No. 144 effective
January 1, 2002.

In June 2002, the FASB issued SFAS No. 146, "Accounting for Exit or Disposal
Activities." SFAS No. 146 addresses significant issues regarding the recognition, measurement,
and reporting of costs that are associated with exit and disposal activities, including restructuring
activities that are currently accounted for pursuant to the guidance that the Emerging Issues Task
Force (EITF) has set forth in EITF Issue No. 94-3, "Liability Recognition for Certain Employee
Termination Benefits and Other Costs to Exit an Activity (including Certain Costs Incurred in a
Restructuring)." The scope of SFAS No. 146 also includes (1) costs related to terminating a
contract that is not a capital lease and (2) termination benefits that employees who are
involuntarily terminated receive under the terms of a one-time benefit arrangement that is not an
ongoing benefit arrangement or an individual deferred-compensation contract. SFAS No. 146 is
effective for exit or disposal activities that are initiated after December 31, 2002. Earlier
adoption of SFAS No. 146 is encouraged. We are currently evaluating the provisions of SFAS
No. 146 and its potential impact on our financial position, results of operations or cash flows.

In December 2002, the FASB issued SFAS No. 148, “Accounting for Stock-Based
Compensation — Transition Disclosure — an amendment of FAS 123” (SFAS No. 148). This
statement amends SFAS No. 123, “Accounting for Stock-Based Compensation”, to provide
alternative methods of transition for a voluntary change to the fair value based method of
accounting for stock-based employee compensation. In addition, this Statement amends the
disclosure requirements of SFAS No. 123 to require prominent disclosures in both annual and
interim financial statements about the method of accounting for stock-based employee
compensation and the effect of the method used on reported results. The provisions of SFAS No.
148 are effective for financial statements for fiscal years ending after December 15, 2002, and
disclosure requirements shall be effective for interim periods beginning after December 15,
2002. We intend to continue to account for stock-based compensation to our employees and
directors using the intrinsic value method prescribed by APB Opinion No. 25, and related
interpretations. We have made certain disclosures required by SFAS No. 148 in the consolidated
financial statements for the year ended December 31, 2002 and will begin making the additional
disclosures required by SFAS No. 148 in the first quarter of 2003. Accordingly, adoption of
SFAS No. 148 will not impact our financial position, results of operations or cash flows.

In November 2002, the FASB issued interpretation No. 45, “Guarantor’s Accounting and
Disclosure Requirements for Guarantees, including Indirect Guarantees of Indebtedness of
Others.” This interpretation elaborates on the disclosures required in financial statements
concerning obligations under certain guarantees. It also clarifies the requirements related to the
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recognition of liabilities by a guarantor at the inception of certain guarantees. The disclosure
requirements of this interpretation were effective for us on December 31, 2002 but did not
require any additional disclosures. The recognition provisions of the interpretation are effective
for us in 2003 are applicable only to guarantees issued or modified after December 31, 2002. We
do not expect adoption of these obligations tc have a material impact on our financial position,
results of operations or cash flows.

NOTE B - DISPOSITION OF NETWORK DIAGNOSTICS BUSINESS

On August 30, 2002, we completed the sale of the Network Diagnostics Division
(“NDD”) to Catapult Communications Corporation (“Catapult”) for $59.8 millicn, consisting of
$42.5 million in cash and convertible subordinated promissory notes (the “Notes™) issued by
Catapult’s wholly owned Irish subsidiary and guaranteed by Catapult in the total amount of
$17.3 million, subject to certain adjustments. The sale resulted in a pre-tax gain of approximately
$41.7 million ($28.3 million after taxes). This gain is subject to future adjustment depending on
the final resolution of certain contingencies under the asset purchase agreement. Any differences
between these estimates and their actual settlement will change the gain accordingly. In
accordance with SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived
Assets,” the sale of the NDD business segment has been presented as a discontinued business
and our historical financial results for periods prior to disposition have been revised to reflect
NDD as a discontinued operation. Accordingly, the revenues, costs and expenses, assets and
liabilities, and cash flows of NDD have been condensed in the accompanying consolidated
statements of operations, balance sheets and cash flows.

Assets and liabilities of NDD as of December 31, 2001 were the following:

December 31,

2601
(thousands)
Assets
Current assets:
Cash and cash equivalents.........coeeecenevircrecrennnees $ 5,024
Accounts receivable, net..........ccccoovvveviieieeeniene 14,750
TNVENLOTIES vieieeii e et 6,535
Deferred income taxes, Net.........ccccvvvieereeeeiinennenenns 2,192
Prepaid expenses and other current assets............... 1,874
Total current assets.....ocovvveevveeiieeieererereenee e 30,375
Non-current assets: ‘
Property and equipment, Net...........c..iveveriievenccnneas 3,280
Deferred incomes taxes, Net .......occvvvcvviveeeeeriirireenns 1,108
Other aSSELS wuvooiviiiieeiie et estee e arseeeees 388
Intangible assets, Nel.......ccccvivvecericrrnireeereerrnnreeeans 447
Total non-current assets.........ccovvvecvveeevveenreeennas 5,223
TOtal ASSELS cveveveiiririeeeerecre et e e ereas $ 35,598
Liabilities
Current liabilities:
Trade accounts payable ...........cccoevnrcivievecinnicinireonn $ 4,001
ACCTUE EXPENSES 1.vvrvrerrerrrevierireeititeireesressieenaesneennes 1,696
Accrued payroll and related expenses..........ccceveene 1,941
Current portion of deferred revenues .........coooveenenn. 5,118
Income taxes payable ........ccoceorinicneneenrnecinas 965
Total current liabilitiesS......cocvevvveeeviiivrereeeeiinns 13,721
Non-current liabilities:
Long-term portion of deferred revenue................... 576
Total HAbilItiES cv..ovvevireeeeeeeeeiere et senees $ 14,297




Revenues and income from discontinued operation are as follows:
December 31,

2002 2001 2000
(thousands)
REVENUES oottt et st $ 26,556 $ 63,082 § 62,007
Pre-tax income (loss) from discontinued operation.........., (6,015) (328) 7,868
Provision (Benefit) from income taxes........ovvervvvenrernans (2,707) 39 1,200
Income (Loss) from discontinued operation..........c..ceuune. $ (3,308) $ (289) 3§ 6,668

The Notes have a principal amount of $17.3 million bearing interest at 2% annum and are
due on August 30, 2004. We have the option of converting the Notes into Catapult common
stock after August 30, 2003 through maturity at a conversion rate (subject to certain adjustments)
of 62.50 share of Catapult common stock per $1,000 in principal (approximately 1.1 million
shares). Catapult also has the option of repaying one of the Notes at maturity in the principal
amount of $10.0 million by delivery of shares of Catapult common stock valued at a 17.5%
discount from trading prices at the time of repayment.

The Notes are reflected in the balance sheet at their estimated fair value using by a third
party appraisal which computed the fair value by discounting the face value amount to present
value using a fair value rate of interest and then determining the fair value of the conversion
option using the Black-Scholes valuation model. The fair value of the notes is being adjusted for
the amortization to the redemption amount at maturity. The fair value of the Notes and the
conversion option are as follows (in millions):

$17.3 million face value notes discounted to present value .................... $ 149

Fair value of conversion option feature ...........cccoeireicinnenneenenneaeeneaen 3.2
Fair value 0f NOtES.....cccovviiiviiiieiiiriiiie et ss e e ees 18.1

Less, accumulated amortiZation......cveevveroiieeiininiiirireesinveeinreessrereesssneees (0.1)
Carrying value of notes at December 31, 2002 .........ccovviiviiiiiicenns $ 18.0

NOTE C - ACQUISITION OF IEX CORPORATION

On May 7, 1999, we acquired all of the outstanding stock of IEX Corporation (“IEX") for
$163 million, consisting of $63 million in cash and $100 million in short-term notes that were
refinanced with convertible notes in November 1999 (See Note N). IEX develops, markets and
sells solutions for intelligent networks, contact centers and other telecommunications markets.

The transaction has been accounted for using the purchase method of accounting, and
resulted in net goodwill and other intangibles of approximately $133.4 million, with an average
amortization period of five years. The total purchase price, including acquisition expenses of
$2.0 million, was allocated among the assets acquired and liabilities assumed based on their
estimated fair values as follows:

(thousands)
In-process research and developPmEent........cccvciiviciic e et s $ 6,000
Developed and existing teChNOlOZY .......ccvvvrereriieerrireiereerrre e cienes 48,000
Other INANGIDIES ....c.covivienirereeieieerert et r e srs st e b s resae b e b ab e besbasnentsbeane 13,000
GOOAWILL...covviiviiiiiciie et sv et et s e b sas e s e sv e ereess b e s s s eraessasserteensssabnsstreesssarneseran 95,274
Tangible assets ACQUITE. .. ..o vovvierireeimeicrcii ettt ne bbb sanes 50,045
Deferred income tax liabilities associated with certain intangible assets........c..ccccceninne (22,875)
Liabilities aSSUME ....c.eovirirriieritiiciet ettt e st e ebe e s e e e (24.444)

$ 165000
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Based on a third party appraisal, management determined that $6.0 million of the
purchase price represented acquired in-process research and development that had not yet
reached technological feasibility and had no alternative future use. This amount was recorded as
a non-recurring expense in the second quarter of 1999. Amortization expense of purchased
technology, goodwill in 2001 only and other intangible assets resulting from the acquisition
amounted to $7.0 million and $26.7 million, net of amortization of associated deferred income
tax liabilities of $4.2 million and $4.6 million, for 2002 and 2001, respectively.

NOTE D — FAIR VALUE OF INVESTMENTS

We had short-term investments in corporate debt securities and money market funds with
original maturities of less than 90 days whose carrying amounts approximate their fair values
because of their short maturities. These investments are included in cash and cash equivalents
and amounted to $121.2 million and $39.9 million at December 31, 2002 and 2001, respectively.

We also had investments classified as available-for-sale securities included in short-term
and long-term investments, categorized as follows:

December 31,
2002 2001
(thousands)

Tvpe of Security:
Corporate debt securities with maturities of less than one year.........c.occccceveene $ 12,989 $ 68,608
State security with maturity of less than one year .....c....cccovnviennreicreriiencens 1,300 --
Total SHOTt-term IMVESHMENTS ....ocveiiiiiriireecreeiesesiessee e rsresrareresesnnnesesseesens 14,289 68,608
Corporate debt securities with maturities of between one and three years......... 40,091 --
State security with maturity between one and three years..........cccvecenirinenenn 1,415 --
U.S. government securities with maturities of between one and three years ..... 86,752 70.200
Total 10ng-term INVESUMIENLS ..evuvvvierrrrerreeresrrresrarreresrereesressnnenereesersassenes 128.258 70,200

$142,547  $ 138,80

These available-for-sale securities are accounted for at their fair value, and unrealized
gains and losses on these securities are reported as a separate component of shareholders’ equity.
At December 31, 2002 and 2001, unrealized gains or losses on available-for-sale securities were
not significant. We utilized specific identification in computing realized gains and losses on the
sale of investments. Realized gains and losses are reported in other income and expense, and
were not significant for 2002 and 2001.

NOTE E — BUSINESS AND CREDIT RISK

Financial instruments, which potentially subject us to concentration of credit risk, consist
principally of cash, investments and trade receivables. We invest our excess cash in interest-
bearing deposits with major banks, United States government securities, high-quality
commercial paper and money market funds. At times our cash balances may be in excess of the
FDIC insurance limits.

With respect to trade receivables, we sell network systems and contact center systems
worldwide primarily to telephone operating companies, equipment manufacturers and
corporations that use its systems to design, install, maintain, test and operate communications
equipment and networks. Credit is extended based on an evaluation of each customer’s financial
condition, and generally collateral is not required. Generally, payment terms stipulate payment
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within 90 days of shipment and currently, we do not engage in leasing or other customer
financing arrangements. Many of our international sales are secured with import insurance or
letters of credit to mitigate credit risk. Although we have processes in place to monitor and
mitigate credit risk, there can be no assurance that such programs will be effective in eliminating
such risk. Historically, credit losses have been within management’s expectations and relatively
insignificant. Our exposure to credit risk has increased as a result of weakened financial
conditions in certain market segments such as the Competitive Local Exchange Carrier segment.
Credit losses for such customers have been provided for in the financial statements. Future
losses, if incurred, could harm our business and have a material adverse effect on our financial
position, results of operations or cash flows.

Our international sales are predominantly denominated in U.S. dollars, and therefore
exposure to foreign currency exchange fluctuations on international sales is limited. In certain
instances where we have entered into contracts which are denominated in foreign currencies, we
have obtained foreign currency forward and option contracts, principally denominated in Euros
or British Pounds, to offset the impact of currency rates on accounts receivable. We had no
forward or option contracts outstanding as of December 31, 2002 and 2001. We do not enter into
derivative instrument transactions for trading or speculative purposes. We do not hedge foreign
currencies in a manner that would entirely eliminate the effects of the changes in foreign
currency rates on our consolidated net income.

Fixed income securities are subject to interest rate risk. The fair value of our investment
portfolio would not be significantly impacted by either a 100 basis point increase or decrease in
interest rates due mainly to the short-term nature of the major portion of our investment
portfolio. The portfolio is diversified and consists primarily of investment grade securities to
minimize credit risk.

There have been no borrowings under our variable rate credit facilities. All of our
outstanding long-term debt is fixed rate and not subject to interest rate fluctuation.

NOTE F — RELATED PARTY TRANSACTIONS

As of December 31, 2002, our principal shareholder and our Chairman of the Board of
Directors (the “Chairman”) and his family owned an aggregate of approximately 23% of our
outstanding stock. We paid director’s fees and expenses of $55,000, $51,000 and $55,000 in
2002, 2001 and 2000, respectively.

Our Japanese subsidiary purchased, for resale, products under a distribution arrangement
from an affiliate in which three of our directors are directors and shareholders. In August 2002,
the Japanese subsidiary was sold as part of the disposition of NDD (see Note B). The following
is a summary of transactions and balances with the formerly affiliated company controlled by a
director:

2002 2001 2000

(thousands)
Purchases from related party .........ccovevvrervrecevirennnnene $§ 1485 § 2,165 $ 1,581
Due to related Party .....oocoevcvrmencecn s -- 168 11
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NOTE H — INCOME TAXES

The provision for income taxes consists of the following:

For the Years Ended December 31,
2602 2001 2000
(thousands)
Continuing Operations:
Current:

$ 10,607 $ 20,429
1,962 4,933
469 565
Deferred:
Federal

Foreign
Total Continuing Operations

Discontinued Operation:
Current income taxes

Disposal of Discontinued Operation:
Current income taxes

............................................ 11,043 - =
Deferred income taxes.......cooneerniereercrvenisirenenns 2,302 - -
Total Disposal of Discentinued Operation 13.345 - _
Total $ 18,778 $ 6,083 $ 16,726




The components of temporary differences that gave rise to deferred taxes at December

31, 2002 and 2001 are as follows:

December 31,
2002 2001
(thousands)
Deferred tax assets:
Allowance for doubtful accounts .........ccevveerveirnenan $ 1,892 $ 2,069
Inventory adjustments ...cc.ooccvvvrrevervvcniecrrsrecesesrenes 2,156 1,315
Depreciation and amortization ..........eceeercvcveererenans 739 503
Research and development credit carryforward ...... 1,231 4,428
Foreign tax credit carryforward........cccoccvecrercrcnnnn 8,450 --
Accrued HabilIties. ......ovvveiiiviieveeeereeerereerseesecreeees 8,528 8,856
Warranty accrual .....ccceeeviivevionnnceceenrcieieeen e 2,053 2,317
OtheT ettt 259 702
Total deferred tax assets ........covcveecreererreennne $ 25308 $ 20,190
Deferred tax assets of continuing operations:
Current POrtion .......ceeveerreeeerirnerisencresienesssseeseenns $ 13,806 $ 13,648
LONZ-tErm POTHION .c.vovervevirirrcceieiirenene e reveeneaeae 11,502 3.242
Total deferred tax assets of continuing operations 25,308 16,890
Deferred tax assets of discontinued operation:
CUITENE POTLION .1ttt rraere e vt - 2,192
Long-term POTtion ......cevevevveecsercereerieeseeeeernes s - 1,108
Total deferred tax assets of discontinued operation - 3.300
Total deferred tax aSSELS ..evrervrrenvereersrersirnans 5 25308 $ 20,190
Deferred tax liability:
Acquisition-related intangible assets.........coocereennne $ 5,653 $ 9,983
Installment sale........cccoveveeirnieinenencnnisenenisenenas 8.840 -
Total deferred tax liability ........cocccerreernreruenncs $ 14,493 § 9983
CUITENE POTLION ..ottt $ - $ -
Long term POTtiON. .ceveeerieererre et 14.493 9,983
Total deferred tax Hability .......ccocoverrrecrrereerenne, $ 14493 § 9983

We have not provided a valuation allowance for our deferred tax assets, based on
management’s assessment of our ability to utilize these deferred tax assets. Realization of the
deferred tax assets of $25.3 million is dependent on the extent of our income in carryback years
and on our generating sufficient taxable income in the future. Although realization is not assured,
we believe it is more likely than not that the deferred tax assets will be realized. The amount of
the deferred tax assets considered realizable, however, could be reduced in the future if estimates
of future taxable income are reduced. In connection with the acquisition of [EX in 1999, we
recorded deferred income tax liabilities of $22.9 million associated with certain intangible assets.
These deferred income tax liabilities are amortized on a straight-line basis and amounted to $5.7
million at December 31, 2002.
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The provision for income taxes differs from the amount obtained by applying the federal
statutory income tax rate to income before provision for income taxes as follows:

For the Years Ended December 31,
2002 2001 2000
(thousands)

Federal statutory provision (171) 7,614
State taxes, net of federal benefit 1,186 2,593
Research and development credits (1,200) (1,082)
Nontaxable foreign source income (231) (924)
Acquisition-related intangible assets, net of
related deferred income tax liability 6,367 6,360
Foreign taxes and other 171 965
Total income tax provision for
continuing operations 8,140 33.83% 6,122 (125.5%) 15,526
Income tax benefit (expense) for
discontinued operation 2,767) 39 1,200
Income tax provision for disposal of
discontinued operation -- --
Total income tax provision 18,778 315% $ 6,083 (7482%) $ 16,726

At December 31, 2002, we had available $999,000 of state research and deveiopment
credit carryforwards which will begin to expire, if unused, in the year 2003.

We have not provided for federal income taxes on $600,000 of undistributed earnings of
our foreign subsidiaries that have been reinvested in their operations.

NOTE [ — INVENTORIES

The components of inventories are:

December 33,
2002 2001
(thousands)
Raw MAaterials ...ocoeeneeiiceeeceiee et et $ 4,777 $ 5876
WOTK Nl PrOCESS...urveriiereciree ettt et e 179 1,746
Finished goods....ocoveceivinrenoirinnercrenenec e 5,604 7.160

$ 10,568 $ 14782
NOTE J — PROPERTY AND EQUIPMENT

Property and equipment consist of the following:

December 31,

2002 2001
(thousands)
Manufacturing and development equipment .................. $ 47,074 $ 44271
Furniture and office equipment ........cccocoevveniricnennenenn 26,819 25,776
Demonstration eqUipment............ccecveeceneeenrerrerrereervenenas 3,711 3,898
Leasehold improvements..........cccooveriiinniiencniininnnns 8,382 8,324
85,986 82,269
Less, accumulated depreciation and amortization.... {64.59%) (50,790)

$ 21,387  $ 31,479
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NOTE K - GOODWILL

The changes in the carrying amount of goodwill for the year ended December 31, 2002 are

as follows:
Network Contact
Systems Center Total
Balance at December 31, 2001 ..o, $ 34935 § 9790 § 44,725
Reclassification of assembled workforce from
intangibles to goodwill ..........cccocovireirennnnns 169 48 217
Balance at December 31, 2002.......ccovvvvirirervnvennns $ 35104 $ 9838 § 44942

The net income for 2001 and 2000 includes amortization of goodwill and assembled
workforce of approximately $20.1 million and $20.3 million, respectively. The adjusted net
income and earnings per share information for 2001 and 2000 as if SFAS No. 142 was adopted
on January 1, 2000 would have been:

2001 2000
As As As As
reported adjusted reported adjusted
Net income (loss) (thousands).........cce.c...... $§ (6,899 § 12,79 $ 12,896 § 32,749
Basic earnings (loss) per share .......c.cc.c....... (0.12) 0.21 0.22 0.57
Diluted earnings (loss) per share.................. (0.12) 0.20 0.20 0.51
NOTE L - INTANGIBLE ASSETS
Intangible assets consist of the following:
December 31,
2002 2001
(thousands)
Purchased technology ......cccovvecevirenievcninriecs e 49,995 48,908
OFRET ..ottt 10,000 13.000
59,995 61,908
Less, accumulated amortization ............coecoeevvenennee. (43.666) (34.788)

$.16320 3 27020

The identifiable intangible assets will continue to be amortized over their estimated
useful lives. The estimated aggregate amortization expense for intangibles for the subsequent
years is:

For the Years Ending December 31,

(thousands)
2003 ..t $ 11,718
2004 ... 4,279
2005 ...t 332

§ 16329

NOTE M — LINES OF CREDIT AND BORROWINGS

We have a $20.0 million line of credit with a U.S. bank. Qur $20.0 million credit facility
is collateralized by substantially all of our assets, bears interest at or, in some cases, below the
lender’s prime rate (4.25% at December 31, 2002), and expires on August 31, 2004, if not
renewed. Under the terms of this facility, we are required to maintain certain financial ratios and
meet certain net worth and indebtedness covenants. We believe we are in compliance with these
requirements. There have been no borrowings under this credit facility.
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NOTE N - CONVERTIBLE DEBT

On November 2, 1999 we completed a private placement of $135.0 million aggregate
principal amount at maturity of 3.25% convertible subordinated discount notes due 2004. The
notes were issued at 85.35% of their face amount (equivalent to gross proceeds at issuance of

approximately $115.2 million before discounts and expenses). The gross proceeds at issuance
before discounts and expenses included approximately $15.2 million from the sale of notes
issued upon the initial purchasers’ exercise in full of their over-allotment option.

The notes are convertible at any time after January 31, 2000 into Tekelec Common
Stock, unless the notes have been previously redeemed or otherwise purchased, at a conversion
rate of 56.3393 shares per $1,000 principal amount at maturity (approximately 7.6 million shares
in total) which represents a redemption price of $15.15 per share of Common Stock. The notes
can be redeemed by us at any time after November 2, 2002 at the redemption price together with
accrued but unpaid interest.

The notes were issued with a 14.65% discount and carry a cash interest (coupon) rate of
3.25%, payable on May 2 and November 2 of each year, commencing on May 2, 2000. The
payment of the principal amount of the notes at maturity together with cash interest paid over the
term of the notes represents a yield to maturity of 6.75% per year, computed on a semi-annual
bond equivalent basis. Interest expense is computed based on the accretion of the discount, the
accrual of the cash interest payment and the amortization of expenses related to the offering of
these notes on a straight-line basis, and amounted to $8.2 million, $8.9 million and $8.7 million
for 2002, 2001 and 2000, respectively.

NOTE O— COMMITMENTS AND CONTINGENCIES

We lease our office and manufacturing facilities together with certain office equipment
under operating lease agreements. Lease terms generally range from one to ten years; certain
building leases contain options for renewal for additional pericds and are subject to increases up
to 10% every 24 months.

Total rent expense was $7.1 million, $6.4 million and $5.7 million for 2002, 2001 and
2000, respectively.

Minimum annual non-cancelable lease commitments at December 31, 2002 are:

For the Years Ending December 31,

(thousands)
2003 e $ 7,620
2004, .. 7,190
2005 e, 6,051
2006, 6,173
2007 6,325
Thereafter....cocccvivvvvveeeenennn. 22,932
$ 56,291
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NOTE P — STOCK OPTIONS AND EMPLOYEE BENEFIT PLANS

We have four stock option plans with maximum terms of ten years under which 44.0
million shares of our Common Stock have been authorized and reserved for issuance. The terms
of options granted under these option plans are determined at the time of grant, generally vest
ratably over a one- to five-year period, and in any case the option price may not be less than the
fair market value per share on the date of grant. Both incentive stock options and nonstatutory
stock options can be issued under the option plans.

We also have an Employee Stock Purchase Plan (ESPP), with a maximum term of ten
years, the latest of which expires in the year 2006, and under which one million shares of the
Company’s Common Stock have been authorized and reserved for issuance. Eligible employees
may authorize payroll deductions of up to 10% of their compensation to purchase shares of
Common Stock at 85% of the lower of the market price per share at the beginning or end of each
six-month offering period.

A summary of the status of our stock options, as of December 31, 2002, 2001 and 2000,
and the changes during the year ended on those dates are presented below (shares in thousands):

2002 2001 2000
Wgtd. Avg. Wgtd. Avg. Wgtd. Avg.
Shares Exer. Price Shares Exer. Price Shares Exer. Price
Outstanding at beginning of year .........c.coccceeenen. 14,355 $21.17 11,600 $ 18.88 10,949 §10.79
Granted - price equals fair value..........ccocevvevnenee, 4,046 17.15 4,546 2486 4,769  30.70
Granted - price greater than fair value.................. 120 19.21 -- --
EXEICISed ..ot 635 4,51 1,013 9.33 2,950 8.00
Cancelled ... 3.335 23.61 778 2421 1,168  18.81
Outstanding at year-end.........cc.ccoeceimenecnrecennns 14,551 20.18 14355 21.17 11,600 18.88
Options exercisable at year-end...........ccoceevcvvenenee, 7,830 6,169 3,813
Options available for future grant..........cccocoenenne. 6,539 3,869 4,022
Weighted average fair value of options granted
during the year:
Exercise price equals fair value at grant date § 12.16 $17.42 $21.42
Exercise price greater than fair value at
Erant date .....ocouevereerrec e 16.07 - --

The following table summarizes information about stock options outstanding at
December 31, 2002 (shares in thousands):

Options Qutstanding Options Exercisable
Wetd. Avg.

Number Remaining Wgtd.Avg. Number Wetd. Avg.

Outstanding Contractual Exercise Outstanding Exercise

Range of Exercise Price at 12/31/02 Life Price at 12/31/02 Price

$0.75 to $341 341 2.33 $2.75 341 $2.75
347  to 7.09 856 443 5.22 301 5.10
8.19 1o  14.08 2,319 6.86 10.45 1,199 10.71
1494 to  22.00 4,979 7.65 18.60 2,146 18.31
2225 to  33.24 4,975 7.69 25.61 2,671 25.41
3444 to  52.19 1,081 7.43 40.76 _672 40.97
075 to  52.19 14,551 7.21 20.18 2,830 19.48

Statement of Financial Accounting Standards No. 123, “Accounting for Stock-Based
Compensation” (SFAS 123), encourages but does not require companies to record compensation
cost for stock-based employee compensation plans at fair value for awards granted subsequent to

F-23




December 31, 1995. We have chosen to continue to account for stock-based compensation using
the intrinsic value method prescribed in related interpretations. However, in accordance with the
disclosure only requirements of SFAS 123, we have computed the fair value of our stock option

grants using the Black-Scholes option-pricing model with the following assumptions: (i)
dividend yield of 0%, (ii) expected volatility of 90%, 92% and 89%, respectively, for 2002, 2001
and 2000, (iii) weighted average risk-free interest rates of 3.7%, 4.8% and 6.5% for 2002, 2001
and 2000, respectively, (iv) weighted average expected option lives of 4.9, 4.5 and 4.4 years for
2002, 2001 and 2000, respectively, and {v) assumed forfeiture rate of 50%, 34% and 35% for
2002, 2001 and 2000, respectively. See Note A ~ “Stock-Based Compensation” for the proforma
impacts of applying SFAS 123.

In May 2001, we amended the original terms of the stock option grants of the Chief
Executive Officer to provide that in the event of his Qualifying Retirement (as defined in the
1994 Stock Option Plan) the exercise period of his stock options following his termination of
employment would be extended from 90 days (as provided in the original stock option grant), to
the remaining contractual term of the stock options. In November 2002, the Chief Executive
Officer announced his plans to retire in February 2003 which would meet the requirement for a
Qualifying Retirement. In accordance with FIN 44, we recorded a $5.3 million non-cash stock-
based compensation charge to general and administrative expense for the year ended December
31, 2002 to reflect the difference between the stock option exercise price (average of $21.43) and
the fair market value of our common stock of $32.46 on the date of the May 2001 modification.
In addition to the stock option amendment, we have agreed to pay tc the Chief Executive Officer
a one-time cash severance payment of $300,000 upon his retirement and post-retirement health
benefits for life with an estimated present value of $304,000. These amounts have been fully
accrued for and reflected in general and administrative expense for the year ended December 31,
2002.

During 2002, 2001 and 2000, approximately 150,000, 165,000 and 110,000 shares,
respectively, were purchased under our ESPP at weighted average exercise prices of $6.83,
$18.95 and $23.30, respectively. At December 31, 2002, 2001 and 2000, there were
approximately 200, 154,000 and 119,000 shares, respectively, available for future grants. The
weighted average fair values of ESPP shares granted in 2002, 2001 and 2000 were $3.30, $9.23
and $14.27 per share, respectively.

We have a 401(k) tax-deferred savings plan under which eligible employees may
authorize from 2% to 50% of their compensation to be invested in employee-elected investment
funds managed by an independent trustee and under which we may contribute matching funds of
up to 50% of the employees’ first 12% of payroll deductions. During 2002, 2001 and 2000, our
contributions amounted to $3.1 million, $2.7 million and $2.4 million respectively.

NOTE Q —EARNINGS PER SHARE

The following table provides a reconciliation of the numerators and denominators of the
basic and diluted per-share computations for the years ended December 31, 2002, 2001 and 2000:
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Net Income Shares Per-Share

{Numerator) (Denominator) Amount
For the Year Ended December 31, 2002: (thousands except per-share amounts)
Basic earnings per Share ..........c.ocecvcereceveeisienrncnns $ 40,918 60,358 $ 0.68
Effect of Dilutive Securities - Stock

Options and Warrants...........ccoceeveeeinreeerennenns - 1,028

Diluted earnings per share..........cccovevicvirernninnne, $ 40,918 61.386 $ 0.67
For the Year Ended December 31, 2001:
Basic 1oss per share .....ccoccooeviveeeiicvccen $ (6,899 59,574 $ (0.12)

Effect of Dilutive Securities - Stock
Options and Warrants...........c.eceveeveereneenennan, -- --

Diluted loss per Share ..........ccoccvevnvennireneniecnens § (6,899) 59,574 § (0.12)

For the Year Ended December 31, 2000:

Basic earnings per share .......c.ccoeceveeicnnnnnenes $ 12,896 57,823 $ 022
Effect of Dilutive Securities - Stock

Options and Warrants.......c..cocevevenennenenas == 6,300
Diluted earnings per share..........coveevevieeevnennan, 5 12,896 64,123 $ 020

The computation of diluted number of shares excludes unexercised stock options and
warrants and potential shares issuable upon conversion of our convertible subordinated discount
notes that are anti-dilutive. The numbers of such shares excluded were 22.3 million, 14.6 million
and 8.2 million for the years ended December 31, 2002, 2001 and 2000, respectively.

There were no transactions subsequent to December 31, 2002, which, had they occurred
prior to January 1, 2003, would have changed materially the number of shares in the basic or
diluted earnings per share computations.

NOTE R —OPERATING SEGMENT INFORMATION

The Network Systems operating segment develops, markets and sells our Eagle signaling
products based on our high capacity Eagle 5 Signaling Application System (SAS) platform that
has recently been expanded to include TekWare and TekServer architecture, a high-density,
high-speed processing platform that is backward compatible with existing technology; the IP’
Secure Gateway, an SS7/IP gateway for signaling in converged networks, and other IP’
convergence products; Sentinel, a complete network monitoring and revenue assurance system;
and network systems products resulting our acquisition of IEX, including ASi 4000 Service
Control Point, an advanced database server used for the provisioning of telephony applications,
and VXi Media Gateway Controller, a controller for converged networks.

The Contact Center operating segment develops, markets and sells software-based
solutions for call centers, including TotalView Workforce Management and TotalNet Call
Routing.

As discussed in Note B — Disposition of Business, we sold NDD which was comprised of
the Network Diagnostics and the Japan Diagnostics operating segments. NDD is reflected as a
discontinued operation and accordingly the historical operating segment data has been restated to
exclude the discontinued operation.
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Transfers between operating segments are made at prices reflecting market conditions.
The allocation of revenues from external customers by geographical area is determined by the
destination of the sale.

Our operating segments and geographical information are as follows (in thousands):

Operating Segments

Net Revenues
2002 2001 2000

Network Systems $ 221,492 $ 211,138 $ 219,983
Contact Center 38,849 38,231 32,344
Total net revenues $ 249,369 $ 252,327

Income (Loss) From Operations
2002 2001 2000

Network Systems' $ 59,103 $ 46,956 $ 64,364

Contact Center 15,213 16,986 12,088

General Corporate > (47.999) (64,098) (53.639)
Total income (loss) from operations $ __(156) $22.813

! Network Systems operating segment includes charges recorded in 2000 of $2,880 for the write-down of inventory
related to the [EX network switch product line, and $2,332 to record an allowance for doubtful accounts related to a
bankruptcy filing by a one customer.

? General Corporate includes a non-recurring charge of $750 in connection with the settlement of a legal dispute in
2000 and acquisition-related charges and amortization of $11,200, $31,264 and $31,520 for 2002, 2001 and 2000
respectively.

Enterprise Wide Disclosures

The following table sets forth, for the periods indicated, revenues from external
customers by principal product line (in thousands):

2002 2001 2000

NetWOrk SYSEEMS ...eovieiiiirieerceniieeiescrerrerreseesereereessrensens § 221,492 $211,138 $ 219,983
Contact CONLET ....c.eevemiriiierec et 38.849 38,231 32.344
Total revenues from external customers................. § 260,341 $249.369 $252,327

The following table sets forth, for the periods indicated, revenues from external
customers by geographic territory (in thousands):

2002 2001 2000

NOTth AMETICA ..o evereeirerierie s rerrerrere s e e enesaene S 214,493 $207,616 $ 199,311
BUIOPE cieeeiciern ettt st ssee et 26,309 9,967 24,531
Rest of WOorld ..., 19,539 31.786 28.485
Total revenues from external customers.................. $ 260,341 $ 249,369 $ 252,327
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The following table sets forth, for the periods indicated, long-lived assets by geographic

area in which we hold assets (in thousands):

2002 2001

UNITEd STALES ... vvvreeveecrnsreeseecieniesraetessiresnsneeseaeseseseeesesns $ 118,576 $ 121,967
OHRET -ttt st 857 951
Total long-lived assets.......ccciiimnireerenseeniesennesas $ 119433 $122918

There were no customers accounting for 10% or more of the revenues in 2002 or 2000.
Sales to two customers accounted for 16% and 10% of the revenues for the year ended
~ December 31, 2001 and included sales from both operating segments.

NOTE S — COMMON STOCK

Warrants: At December 31, 2002 and 2001, we had warrants outstanding to purchase an
aggregate of 195,000 shares of its Common Stock, as more fully discussed below.

In July 1997, we issued warrants to purchase a total of 360,000 shares of our Common
Stock to five directors and one corporate officer at $14.08 per share. These warrants vest and
become exercisable in 12 equal quarterly installments beginning on September 30, 1997. During
2002 and 2001, none of these warrants were exercised and warrants to purchase 195,000 were
outstanding at December 31, 2002 and December 31, 2001.

Restricted Stock: In February 1998, we granted a restricted stock award of 30,000 shares
of our Common Stock to a director and corporate officer in connection with the commencement
of his employment. The restricted shares vest in five equal annual installments beginning in
February 1999. This award was valued at $607,000, which is being recognized as stock-based
compensation expense over the term of the award.

In February 2001, we granted a restricted stock award of 30,000 shares of our Common
Stock to a corporate officer in connection with the commencement of his employment. The
restricted shares vest in four equal annual installments beginning in February 2002. This award
was valued at $827,000, which is being recognized as stock-based compensation expense over
the term of the award.
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NOTE T— QUARTERLY FINANCIAL SUMMARY (UNAUDITED)

Quarters
For the Years Ended December 31, First Second Third Fourth
(thousands, except per-share data)
2002
REVENUES ettt $§ 60364 $ 68010 § 73,544 $§ 58,423
GIOSS PrOfil .covveeiieiireiereirie e 39,035 48,333 54,589 41,679
Income (Loss) from continuing operations before

Provision for iNCOME tAXES .....coereeereercerereeninresnnens 3,698 7,238 14,084 (966)
Income (Loss) from continuing operations................. 2,513 4,735 9,324 (658)
Income (Loss) from discontinued operation,

net Of INCOME tAXES....ervrriereirirririiei et eseeiereeeenne (1,192) 218) (1,898)- --
Gain on sale of discontinued operation,

NEL OF INCOME tAXES.c.vvvinreienric e vre e ceine e ereeeeveea -- -- 28312 -
Net iNCOME (10SS) ..vevvvreeerrerrrirceireririererrevesrensnrerneneene 1,321 4,517 35,738 (658)
Earnings (Loss) per share from continuing ‘

operations:

BaSIC...coiirirert e e $ 004 § 0.08 § 015 $ (0.01)
Diluted. oo 0.04 0.08 0.16 (0.01)
Earnings (Loss) per share from discontinued

operation:

BaSiC..vieivieiinicniiee e e $ 0.02) $ - § (0.03) $ --
DHIEEG. et st (0.02) (0.01) (0.03) --
Eamings per share from gain on sale of

discontinued operation:

BASIC..uivetetieeriietiteene vttt er et erens $ - $ - 3 047 % -

DHULEd ..ottt - - 0.41 -
Earnings (Loss) per share:

BaSIC...oviiieriirerierereresreee ettt sanens $ 002 § 0.08 § 0.59 $ (0.01)

DIAIUtEd. ..ot 0.02 0.07 0.54 (0.01)
Weighted average number of shares outstanding:

BaSIC. ettt 60,143 60,197 60,407 60,687

DIluted. ..o 61,776 61,180 68,793 60,687
2001
REVEIUES ..ot eceeeeaieteateseseesesessssavesssvessans $ 67176 $ 58240 $ 358,587 § 65,366
Gross profit .............. et reeieee e — et a e e s e s e e et bbreeiereeaens 44,732 39,636 35,595 42,616
Income (Loss) from continuing operations before

provision for INCOME taXeS .....ccvvvvernrereeiineirereerenennes 3,747 (3,297) (3,772) 2,834
Income (Loss) from continuing operations................. 658 (3,446) (4,583) 761
Income (Loss) from discontinued operation,

net 0F INCOME tAXES....ecvvrrrieerecrirrioriesrenirssreersrsisensinas 711 (1,105) 2,053 (1,948)
Net income (1088) ovevvivereriircinrrirencn e s erneseanes 1,369 (4,551) (2,530) (1,187)
Earnings (Loss) per share from continuing

operations:

BaSIC..ieuiieriieiieieiee e ere v e $ 001 § (0.06) $ (0.07) §$ 0.01
DIIULEd. ...t eve v seees 0.01 {0.06) (0.07) 0.01
Earnings (Loss) per share from discontinued

operation:

Basic......oconne. et ettet ettt st et e ebe et st aresaereees $ 001 S (0.02) $ 003 § (0.03)

DilUted. ..o e 0.01 (0.02) 0.03 (0.03)
Earnings (Loss) per share:

BaSIiC..eviririererieieieiiirsni et § 002 8§ (0.08) § 0.04) § (0.02)

DIUted. ..o e 0.02 (0.08) (0.04) (0.02)
Weighted average number of shares outstanding:

BaSICuuuiuiniieirienireetieeeiene et 59,037 59,468 59,828 59,962

Diluted...c.ooveeeeieerrcre s 62,426 59,468 59,828 59,962




For the three months ended September 30, 2002, the calculation of earnings per share
includes, for the purposes of the calculation, the add-back to net income of $1,498 for assumed
after-tax interest cost related to the convertible debt using the “if-converted” method of
accounting for diluted earnings per share. The weighted average number of shares outstanding
for the three months ended September 30, 2002 includes 7,606 shares related to the convertible
debt using the “if-converted” method.

Typically a substantial portion of our revenues in each quarter result from orders received
in that quarter. Further, we typically generate a significant portion of our revenues for each
quarter in the last month of the quarter. We establish our expenditure levels based on our
expectations as to future revenues, and if revenue levels were to fall below expectations this
would cause expenses to be disproportionately high. Therefore, a drop in near-term demand
would significantly affect revenues, causing a disproportionate reduction in profits or even losses
in a quarter. Our quarterly operating results may fluctuate as a result of a number of factors,
including general economic and political conditions (such as recessions in the U.S. or Europe),
capital spending patterns of our customers, increased competition, variations in the mix of sales,
fluctuation in proportion of foreign sales, and announcements of new products by us or our
competitors.
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REPORT OF INDEPENDENT ACCOUNTANTS ON FINANCIAL STATEMENT SCHEDULE

TO THE SHAREHOLDERS AND BOARD OF DIRECTORS OF TEKELEC

Our audits of the consolidated financial statements referred to in our report dated January
29, 2003 appearing in the Annual Report to Shareholders of Tekelec (which report and
consolidated financial statements are included in this Annual Report on Form 10-K) also
included an audit of the financial statement schedule appearing on page S-2 of this Form 10-K.
In our opinion, this financial statement schedule presents fairly, in all material respects, the
information set forth therein when read in conjunction with the related consolidated financial
statements.

/s/ PricewaterhcuseCoopers LLP
Los Angeles, California
January 29, 2003




TEKELEC
VALUATION AND QUALIFYING ACCOUNTS AND RESERVES

Column A Column B Column C Column D Column E
Additions
Balance at Charged to Deductions Balance at
Beginning Costs and and other End of
Description of Period Expenses Adjustments  Period
(thousands)
Year ended December 31, 2000:
Allowance for doubtful accounts § 1,478 $ 2,968 $ 159 4,287
Product warranty 2,753 1,986 1,305 3,434
Inventory provision 2,172 4,393 3,590 2,975
Year ended December 31, 2001 :
Allowance for doubtful accounts § 4,287 $ 4,412 $ 3,350 5,349
Product warranty 3,434 3,965 1,937 5,462
Inventory provision 2,975 3,448 2,096 4,327
Year ended December 31, 2002:
Allowance for doubtful accounts § 5,349 $ 950 $ 1,439 4,860
Product warranty 5,462 3,617 3,808° 5271
Inventory provision 4,327 6,177 4,780° 5,724

' Includes $782 as a result of the disposition of NDD
? Includes $442 as a result of the disposition of NDD
3 Inecludes $1,944 as result of the disposition of NDD



EXHIBIT INDEX

The following exhibits are files as part of the Annual Report on Form 10-K or, where indicated,
were heretofore filed and are hereby incorporated by reference (* indicates exhibits electronically
filed herewith).

Exhibit
Number

Sequentially
Numbered
Description Page

*99.2

Amended and Restated 1994 Stock Option Plan, including form of stock option
agreement

First Amendment dated December 18, 2002 to Loan Agreement and Promissory
Note between the Registrant and Union Bank of California

Subsidiaries of the Registrant

Consent of PricewaterhouseCoopers LLP

Certification of Chief Executive Officer of Tekelec pursuant to 18 U.S.C. Section
1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

Certification of Chief Financial Officer of Tekelec pursuant to 18 U.S.C. Section
1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.



EXHIBIT 23.1

CONSENT OF INDEPENDENT ACCOUNTANTS

We hereby consent to the incorporation by reference in the Registration Statements of
Tekelec on Form S-8 (Registration Nos. 33-48079, 33-82124, 33-60611, 333-05933, 333-28887,
333-37843, 333-71261, 333-86147, 333-39588 and 333-97793) of our reports dated, January 29,
2003, relating to consolidated financial statements and consolidated financial statement schedule
which appear in this Annual Report on Form 10-K.

/s/ PricewaterhouseCoopers LLP
Los Angeles, California
March 31, 2003
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